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PREFACE TO FIFTEENTH EDITION 


It is a matter of great encouragement to the authors 
that the last edition of this book, consisting of 4,000 
copies, was sold out in less than a year. 

In preparing this edition, the whole book has been 
carefully revised from beginning to end, and it now 
incorporates the changes made in the law of income-tax by 

(a) the Finance (No. 3) Act, 1966, and 

(b) the Finance (No. 2) Act, 1967 ; 

and also by some important rulings of the Supreme Court 
and the High Courts. 

It is hoped that the book will prove really helpful 
to examination candidates for whom it is principally 
intended. 

In this edition the chapter on “Computation of Tax” 
is given at the end, but the students are advised to study 
this chapter before taking up chapters 17-25. 

Western Kutohory Eoad, ) 

Meerut (U. P.) ) R. E. 

Slst July 1967. ) V. S. 0. 


PREFACE TO TENTH EDITION 

The book is essentially a tex-tbook for students. It 
is intended primarily for those who are preparing for any 
advanced examination in income-tax law and accounts, 
such as 

(a) Income-Tax Departmental Examination, 

(b) Chartered Accountants Final Examination, and 
(c; University M. Com. and LL.B. Examinations. 
The book will also prove equally useful to young 

income-tax practitioners and others who want to acquire 
an advanced ^cnowledge of the subject. 

It was in January 1941 that this book was first 
published under the fitle “Income-Tax for Aooountanpy 
•Students,'* Students throughout India have found ^he 
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book 80 useful that it has already goue through nine 
editions and a new edition has been called for each yeftr 
since 1946. The fact that a new edition is issued annually 
mal^ it possible to keep the book up-to-date. 

In preparing this edition the whole book has been 
completely rewritten, and a good deal of new matter* has 
been added. It is indeed a new book altogether. 

The chief merit of the book is its comprehensiveness 
coupled with conciseness. The law of income-tax has 
become very intricate, partly owing to the frequent amend¬ 
ments introduced therein by Parliament and partly on 
account of the ever-increasing number of High Court 
decisions bearing on the subject. Every effort has been 
made to present this difficult branch of law in as lucid a 
manner as possible, introducing apposite illustrations 
wherever found necessary to aid the understanding of 
the text. 

The book has grown in size and complexity ] but a 
student who studies it intensively ought to be able to 
equip himself with a sound knowledge of income-tax law 
and to face any examination in the subject with the fullest 
confidence. 

It is my pleasant duty to acknowledge with deep 
gratitude the invaluable help that 1 have derived from a 
close study of “The Indian Income-Tax Law” by Kanga 
and Palkhivala. 

Nawalgarh : ) 

3rd April, 1962 ) R. R. G. 

P. S, Those who begin the study of income’tax law for the 
first time may find this book somewhat dif ficnlt to follow. They 
are, therefore^ advised first to read the author"^ s elementary hook 
entitled ^^Elements of Income^tax^' {published by the same 
publishers) before taking up the study of this hook., 
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CHAPTER 1 

INTRODUCTION 

Taxation is coming more and m<ire into prominenoo 
with the ever-increasing public expenditure in recent 
times. No particular tax lias become so enduring in a 
country’s fisc or so endearing to Einanco Ministers as 
income-tax. Indeed, income-tax has now come to be the 
corner-stone of the fiscal arch. Nearly one-half of the 
total revenues of India (jorno from this source. Apart 
from the c.onsidoration of its revenue-yielding capacity, 
income-tax has also proved to be a handy weapon to 
Finance Ministers for levelling down glaring inequalities 
of wealth. Income-tax satisfies all the well-known canons 
of taxation, namely, canon of ability, canon of (certainty, 
canon of convenience and canon of economy. Apart from 
these admirable qualities, it has another great virtue which 
is its elasticity. 

In India inc,ome-tax was imposed for the first time 
in the year 1860 to meet the fiiin.nc.ial burdens of the so- 
called sepoy mutiny. The Income-Tax Act of 1860 was 
a modest ipeasure levying a tax of only *2 per cent on 
incomes between Rs.200 and R3.499 and only 4 per cent 
on higher incomes. This Act was to last for five years, 
and it was therefore allowed to lapse in 1865, but it had 
to be revived in 1867 ovdiig to budget deficits to last till 
1873, and again in 1886 owing to threats of external 
fliggression and internal troubles. 

The Income-Tax Act of 1886 brought within its fold 
incomes f];om salaries and professions which had hitherto 
been exempt from income-tax. The minimum tax waa 
fixed at 4 pies* in the rupee for incomes between Rs, 500- 
and Rs.1,999 and at 5 pies for those of Rs.2,000 and above. 
Another feattire of this enactment was that there no-. 
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time limit stipulated for its duration, which impliefi' that 
income-tax had become a permanent and integral pai^fc of 
the Indian fiscal system. This Act continued to be in 
force unaltered until 1903. In that year the tax was not 
abolished but the taxable minimum was raised to.Rs.1,000. 
The next change of importance took place in 1916 when, 
as a result of the first world war, the rate of tax for incomes 
of Es.SjOOO and above was raised to 6, 9 and 12 pies in 
the rupee in graded scales. A super-tax on incomes of 
over Eb. 50,000 was also imposed for the first time in 1917, 

The increasing weight of taxation led to a demand 
for more accurate assessment, and the law was therefore 
substantially recast by the enactment of the Income-Tax 
Act of 1918. One peculiar feature of this Act was taxation 
of the income of a year in the same year itself. As such 
income could not be properly estimated during the course 
of the year, provisional assessments w'ere allowed to be 
made, which were later on finalised with reference to the 
proper income of that year. 

Not many years after the 1918 Act was passed, it 
was found to be inadequate and to require substantial 
revision. An All India Committee w'as accordingly appoin¬ 
ted in 1921 to make recommendations on this behalf, and 
the result was the Income-Tax Act, 1922. (Act XI of 
1922). The Act of 1922 is still in force, though it has been 
materially amended in many respects from time to time. 
The sections referred to in this book are the sections of the 
Income-Tax Act of 1 ^ 22 , unless otherwise stated. 

The 1922 enactment recognised the expediency of 
limiting the Income-Tax Act to the provision of machinery 
jand procedure for the assessment of income-tax, leaving 
rates of taxation to be fixed every year by the Finance 
Act. It adopted the principle of making the assessment 
on the income of the previous year. Wide powers h|ive 
been given to assessing officers to call for returns, accounts, 
documents, etc,, and to impose heavy penalties in case of 
default. The amendments made in 1939 and«subsequently 
have greatly elaborated the law. 

The Income-Tax Act, 1922, applies to the whole 
of India, 
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DEFINITIONS 

Section 2 defines certain terms used in the Act, and 
the following are some of the important definitions. 

Agricultural Income. 

This is income derived from land (a) which is used 
for agricultural purposes and (b) which is either assessed 
to land revenue in India or is subject to a local rate 
assessed and collected by officers of Government. Aaj 
income from land, if the land does not satisfy these tu o conditions, 
is not agricultural income. 

Agricultural income cannot be said to accrue to 
every person into whose hands the produce of the land 
passes. It is only the owner of the land, the tenant or 
the usufructuary mortgagee if. e., mortgagee with posses¬ 
sion) that has an interest in the land and that can be said 
to derive income from the land by the performance of 
agricultural operations on it. If a person buys a standing 
crop from another who has raised it on the land, harvests 
it and sells it at a profit, the profit so made is not agricultu¬ 
ral income. 

Agricultural income may be of five kinds, namely : 
(e) rent or revenue derived from such land, {ii) income 
derived from such laud by agriculture, (m) . income 
derived from such land by the performance of a process 
ordinarily employed by a cultivator or a receiver of rent 
in kind to render the produce fit for the market, {iv) 
income derivgd from such land by sale of the produce 
by a cultivator or a receiver of rent in kind, and (fj) 
income derived from any building required for agricultural 
operations. 

'{i) Kent or revenue derived from land. Bent is a 
payment in money or in kind by one person to another 
in respect of the grant of a right to use land. Eevenue- 
means return, yield or income, and not land revenue. 
Abwabs (illegal exaction from tenants) cannot be included: 
in rent. Bevenue can'^be said^td'^ ^dejfivedirom land 
only if land i% the immediate and effective source of the- 
revenue and not the secondary and indirect source. 
Interest on arrears of rent payable in respect of land used 
Jpr. agricultural purposes is not agricultural income, because^ 
it is not derived from land. 
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(it) Income derived from agriculture. Agriculture 
means cultivation of the soil for food products or any 
other useful growth of the field or garden. The word 
agriculture in its wide sense includes forestyry. If a 
landlord grows on his own land trees and derives income 
therefrom, such income is agricultural income. But 
. income from forest trees of spontaneous growtli by the 
sale of wood, bark, leaves, fruits and other forest produce 
or income from trees which Inwo grown wild in non-forest 
areas is not agricultural income. Unless there is some 
measure of cultivation of the land and some expenditure of 
labour and shll upon it, the land cannot be said to be usedfor 
agricultural purposes. 

Is the income derived from a dairy agricultural 
income ? Where cattle are wholly stall-fed and not 
pastured upon land at all, it is undoubtedly a trade and 
no agricultural operation is being carried on. But where 
cattle are exclusively or mainly pastured, the income 
derived from the sale of their milk is agricultural income, 
but oven in such a case if the regularity with which tlie 
sales of milk are effected and the quantity of milk sold 
show that wdiat the assessee carries on is a regular busi¬ 
ness of producing milk and selling it as a coinmorcial 
proposition, the income is not agricultural income ( 2 p 
I. T.R. ). 

Income from laud used for the grazing of cattle 
required for agricultural purposes is agricultural income ; 
but income from land used for the grazing of cattle not 
required for agricultural purposes is iiot agricultural 
income. Other instances of agricultural purposes are the 
cultivation of tea bushes, coffee, tobacco, cotton, sugarcane 
and rubber. The following incomes,. not being derived 
from land used for agricultural purposes, are not a.gri cul¬ 
tural income :— 

(a) Income from markets, ferries and fisheries. 

(b) Income from supply of water for irrigation 

purposes. 

( c Income from stone'quarries. 

( d Income from mining royalties. 

{ e Income from the sale of earth for brick-making. .. 

(/ Bemuneration received as manager of an agrioal- 
’ tural farm. * • 
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(g) Profits of salt produe^d by flooding the land 
with sea-water. 

(//V ) Income derived by the performance of agricultural 
process. This is income derived from land used for agricul¬ 
tural purposes by the performance of a process ordinarily 
employed by the cultivator to render the produce fit for 
the market. The process employed in curing coffee, flue- 
ouring of tobacco or ginning of cotton is such a process. 
In the following cases the income is however partly agri- 
(‘ultural and partly noii-agriciiltural : (a) Income derived 
from the sale of tea grown and manufactured Ijy the seller 
in the taxable territories and (b) Income of a sugar mill 
company owning its own agricultural farm and growing its 
own cane in India. 

( tv ) Income derived from the sale of raw produce. This 
is income derived from laud used for agricultural purposes 
by the sale of produce in respect of which no process has 
been performed other than a process (ordinarily employed by 
a cultivator to render it fit for the market. Profits derived 
by a cultivator from the sale of produce raised by him are 
agricultural income even if he keeps a shop for the sale of 
such produce, provided no pnx'oss has been performed in res-‘ 
pec't of the produce other than the process ordinarily 
employed to render it fit for the market. 

{a) Income from buildings. Income from buildings is 
agricultural income if the following conditions are satisfied : 
(a) The building should be in the immediate vicinity of 
the agricultural land, (b) It should be occupied by the culti¬ 
vator or the recipient of the agricultural income, and 
{c) The cultivator or recipient should, by reason of his 
connection with the land, require it as a dwelling house or 
as a store house. 

Aasessee. 

All asspssoe means a person by whom income-feix or 
any other sum of money is payable under the Income-Tax 
Act, and included every person in respect of whom any 
•proceeding under the Act has been taken for the assessment 
^ his income or of the loss sustiwued by him or pf the 
amount o! refund due to him. 
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For example, the legal representative of a deceased 
person is an assessee for the purpose of assessment on the 
income of the deceased person. Similarly, a person, who 
is required to deduct income-tax from the income of another 
and who does not deduct it, is deemed to be an assessee in 
respect of the tax. 

Person. 

The word person includes a Hindu undivided family, 
a local authority, a company and an association of persons 
whether incorporated or not. A local authority means a 
municipal board, district board, body of port commissioners 
or other authority entrusted with the control and manage¬ 
ment of a local fund. The w’ord person has been held to 
include a minor or a person of unsound mind or a legal 
person such as a deity. 

Previous Year. 

As tax is payable by an assessee in respect of his total 
income of the previous year, this definition is very impor¬ 
tant. The provisions relating to previous year are :— 

( a ) The previous year means the twelve months 
ending on Slst March immediately preceding 
the financial year for which the assessment is 
to be made. The financial year begins on 1st 
April and is known as the assessment year. 

( b ) Where the accounts of an assessee are made up 
to a date within the said twelve months in 
respect of a year ending on any date other 
than the Slst March, the assessee can adopt 
that accounting year as his previous year, e.g.^ 
Diwali year, Dasehra year, Samvat year and 
so on. The previous year in such cases is also 
spoken of as the accounting year. 

( ^ ) It means that the previous year im respect of a 
particular assessment year ipust end with or 
within the preceding financial year, 

( d) An assessee is allowed to have a separate • 
previous year for each separate source of 
income, separate businesses being treated* a1^ 
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separate sources of income, for this purpose. 
Where an assessee has different previous years 
in respect of separate sources of income, the 
incomes of the varying previous years should 
be lumped together to arrive at the total 
income. Of course, the varying previous years 
must all end with or within the financial year 
next preceding the assessment year. 

{ <? ) If a particular item of income represents share of 
profits from a partnership, the previous year 
for that item will- bo the accounting year 
adopted by the firm. This will apply only 
when the firm itself has been assessed as a 
unit. 

if) In the case of a new business, the previous year 
is the period from the date of setting up of the 
business to 31st March next following or, at 
the option of the assessee, to liis accounting 
date. 

{g) Where the assessee has once adopted a particular 
accounting year as his previous year in respect 
of a certa.in source of income, lie cannot change 
it except with tlie consent of the Income-Tax 
Officer and on such conditions as the latter 
may impose. 

The Central Board of Eevonue has authorised the 
Commissioners of Income-Tax to determine as the pre%nous 
year in the oaife of any assessee 

( ) a commercial year which may consist of more 

or less than 12 months, provided that no 
commercial year which extends to loss than 
11 months or more than 13 months in any one 
year shall be so determined, and 
( ^ ) a commercial year, terminating after the end 
of the previous financial yea.r, pro\'ided that 
• no commercial year terminating later than one 
month after the ond of the previous financial 
year should be so determined. 

The Sam vat year usually ends sometimes in April,,- 
and the above pro\i8ion enables the Commissioner ot 
Income-Tax to recognise the Samvat year as the praviouft 
year for "a particular assessment year, even though it imay ,- 
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end in April of that assessment year. It is a departure- 
from the general rule that the previous year for a particular 
assessment 5 ^ear mr.sb end witli or within the pfeceding 
financial year. 

Special provision is made in the case of a business, 
profession or WK^ation newly set up in the financial year 
preceding the year for which the assessment is to be made. 
In such a case the previous year is the period from the date 
of setting up of the business to 31st March next following 
or, if the accounts of tho assessee are mside up to some other 
date than the 31st March, then at the option of the assessee, 
the period from the date of setting up of the business to this 
other date pro^'idfcHl tho accrmuting period does not exceed 
12 months. If, however, this other date does nob fall’ 
between setting up of the business and the next following 
31st March, it will be deojiu'd that there is no previous }mr. 
Thus if a> business is set up on Isb June 1955 and tho first 
accounts are made up to 31st Msiy 1956, the assessee can 
elect to have the year ended 31st ^Mny as his previous year, 
and in sucli circumstances there will be no predous }'ear 
for the 1956-57 assessment year and the profits for the first 
accounting vear endtd on 31st MaA' 1956 W'ill be assessed 
in the 1957-58 assessment year. 

The following are the exceptions to the rule that tax 
is charged on the income of the previous year :~ 

(1) Under section 24A, where an assessee leaves 
India with no definite intention of returning, the Income- 
Tax Officer can assess in the same accourfting year the 
income from the end of the last predous year to the 
probable date of the assessee’s departure from India. This 
power of the Income-Tsvx Ofiicer is discretionary. In such 
a case only a -week’s notice is given for filing a return. 

(2) Under section 25, when a business, which was 
not taxed under the Income-Tax Act of 1918, is disconti¬ 
nued, the profits cf the period arising after the end of the 
last accounting year to the date of discontinuance may be 
assessed in the year of discontinuance itself in addition to 
the normal assessment on the income of the previous year. 
This exceptional measure is intended to safeguard revenue . 
against a possible loss owing to the delay in making the 
assessment. This is purely a disoretionarj^ power whieh* 
the Income-Tax Officer will invoke when he fears that- 
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revenue may be lost by leaving the assessment to be made 
in the usual course during the next financial year. 

Persons discontinuing any business are in law bound 
to notify the Income-Tax Officer concerned within 16 days- 
of such discontinuance. 

(?)) IJnclor sections 44A and 44 B, the income of 
certa.iu classes of shipping is assessed in the very year in 
W’hich it is earned. These sections ap])ly to a non-resident 
shipowner or charterer who has no agent in India. When 
any such ship calls at an Indian port, tlie .Master is 
required to pay tax on l/6th of the Indian receipts before 
the ship is allowed to leave the port. A port clearamje 
certificate is not granted to the shi]) until the tax has been 
duh’ piid. 

In these cases the inc(vnie of a year is assessed to tax 
in the same year. 

Taxable Territories, 

Under section 2 (14 A), the tonu taxable territories 
means : 

{ a ) as res|Kicts any ix'/ritKl before 15th August 1947r 
the territories tht'u referred to as British India 
but including Berar; 

( ^ ) as respects any |)iTiod after 14th August 194T 
but before ‘2Gth flaiinar}' 1960, the torritories- 
^ for the time being cfunprised in the Provinces- 
of India but excluding the merged territory 
of Cooch-Behar; ; 

( ^ ) as respects any period after *25th January 1950* 
but before 1st April 1950, the territories, 
comprised in Part A States but excluding the* 
merged territory of Cooch-Behar, and the 
territories comprised in Part C States 
excluding the States of Manipur, Tripura and 
Vindhya Pnidesh; 

(d) aa respects any period after Slst March 1950 
but before 13th April 1960, the territory pf ' 
India excluding the State of Jammu: ^ 

Kashmir and the Patiala apd Bast 
. State Union; ■ 
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(e) as respects any period after the 12th April 1950, 
the territory of India excluding the State of 
Jammu and Kashmir; and , 

{/) as respects any period after 12th April 1954, 
the whole of the territory of India : 

Provided that the taxable territories shall be deemed 
to include: 

(a) the merged territories (O as respects any 
period after 81st March 1949 for any of the purposes of 
the Act, and (//) as respects any period included in the 
previous year, for the purpose of making any assessment 
for the year ending 81st March 1950 or for any subsequent 
year; 

(h) the whole of the territory of India excluding 
the State of Jammu and Kashmir (/) as respects any 
period, for the purposes of sections 4 A and 4 B, { H ) as 
respects any ]}eriod after 81st !March 1950, for any of the 
pur[X)ses of the Act, and ( /V/ ) as respects any period 
included in the previous year for the purpose of making 
any assessment for the year ending 81st iSfarch 1951 or for 
any subsequent year ; 

(^) the whole of the territory of India ( /') as 
respects any period, for the purposes of section 4 A and 
4B, (w)as ros|)ects any \)eriod after 81st March 1954, 
for an}’’ of the purposes of the Act, and (/V/) as respects 
any period included in the previous year for the purpose 
of making any assessment for the year ending 81st March 
1955 or for any subsequent year. 

Briefly put^ the eypression ^'taxable territories''^ mn’ means 
the whole of the territory oj India. 

Earned Income 

Section 2 (6 AA) defines earned income. Certain 
kinds of income such as salary, business, profits and pro¬ 
fessional earnings are earned through personal exertion. 
Other kinds of income such as income from 'property, 
interest on securities and dividends on shares are earned 
without any such exertion. Income earned by personal 
exertion is known as earned income, and in the system of' 
taxation some relief is given to the tax-payer in respect of. 
earned incjome fiy way of depreciation of the human 
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machine. The definition provides three categories of 
earned income. 

( 1) SHilaries, All salaries including pensions or 
other allowance for past services are entitled to earned 
income relief The annual accretion in any year to the 
balance at the credit of an employee participating in a 
recognised provident fund, which is included in his total 
income but which is exempt from income-tax will be treated 
as salary for the purpose of computing the earned income 
allowance. As explained in subsequent chapter the annual 
accretion consists of the employer’s contributions to and 
interest on an employee’s provident fund, 

(2) Business Projits. The profits and gains of a 
business, profession or vocation are entitled to earned 
income relief if the business, profession or vocation is 
carried on by the assessee himself. Therefore the income 
received by an assessee from a business carried on by a 
court of wards, a trustee or a receiver is not entitled to 
earned income relief, as it is not iinmediatelv derived from 
personal exertion. In such oases profits are earned by 
persons to whom they do not belong and they belong to 
individuals who do not earn them. The earned income 
relief is intended only for assessees who both earn and own 
iihe profits. 

(3) Other Income. Income from “Other Sources” can 
be earned income onlv if it is attributable to the direct 
personal effort of the assessee. The income must liave 
been brought into being immediately by the personal 
exertion ol tlie assessee and not by the exertion of an 
intermediate agency. Examples of earned income from 
other sources are director’s fees, royalty on bofiks, under¬ 
writing commission, letting of machinery or plant on hire 
if the aasessee exercises constant super\usion, etc. 

Persons entitled to earned income relief. Earned 
income allowance is admissible only where the assessee 
is an individual, Hindu undivided family, unregi-stered 
firm or other association of persons. The income of a 
oompany, a Iqcal authority or a registered firm can in no 
case be earned income. The reason for the exclusion of 
•companies and local authorities is that tliey are inanimate 
persons incapable of personal exertion, while the reason 
for excluding a registered firm is that in the case of such 
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a firm the assessment is on the individual partners and not 
on the finn. 

In the case of a registered firm or a firm assessed 
under section 23 (6) (^), tax is not payable by the'firm on 
its own behalf. Therefore earned income relief is allowed 
to the partners by whom tax is payable and who are the 
assessees, if the}' are actively engaged in the conduct of 
the business of the firm. Where a registered firm is 
assessed, under the second pro'^iso to section 23 (6) (a), in 
respect of the sliare of income of a non-resident partner, 
the earned income allowance appropriate thereto will be 
admissible in determining the tax payable by the firm on 
behalf of the non-resident partner if he is actively engaged 
in the conduct of the business of the firm. 

An unregistered firm is entitled to earned income 
relief on the earned income included in its total income. 
However, if an unregistered firm is not liable to tax because 
its total income is below the taxable limit, the a])propriate 
earned income allowance in respect of his share of profits 
of the firm is admissible to any partner who is actively 
engaged in the conduct of the business of the unregistered 
firm. 

When an individual is a partner in a firm (either a 
registered firm or an unregistered firm which has not been 
taxed) and his wife and/or minor child are also partners 
in that firm, then the share of his wife or minor child is 
included in his total income under section 16 (3) (a). In 
such a case, if the individual himself is actively engaged 
in the business of the firm, he is entitled to earned income 
relief not only on his own share of profits but also on the 
share of his wife or minor child, even though the wife or- 
minor child does not participate in the conduct or'manage- 
ment of the business of the firm. On the other hand, if 
the individual himself does not participate in the conduct 
or management of the business of the firm, he is not 
entitled to any earned income relief on the firm’s profits 
included in his total income, even if the wife or minor 
child is an active partner in the firm {30 I. T. H. 070). 

An association of persons stands exactly on the same. 
footing as an unregistered firm in the matter of earned, 
income allowance. 
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The above provisions regarding the grant of earned 
income allowance apply equally to both residents and non¬ 
residents. 

Earned Income Relief. Under section 15A, tax is 
not payable by an assessee in respect of such portion of 
the earned income as is directed % the annual Financ^e 
Act to be deducted in making an assessment for that year *, 
and for the purpose of determining the rate at which 
income-tax is payable, the assessee’s total income must 
be reduced by the said portion. The amount of earned 
income relief, fixed for the assessment year 1957-58 by the 
Finance (No, *2) Act of 1957, is given in the chapter dealing 
with the computation of tax. 

N. B .—The definitions of other terms such as company, firm^ 
Hindu undivided family, total income, total world income, etc., arc 
explained in appropriate later chapters. 

The distinction between registered and unregistered firms is 
explained in a subsequent chapter dealing with the assessment of 
firms. 


INCOME-TAX AUTHORITIES 

Soctious 5 and 5A deal with income-tax authorities, 
both judicial and executive. Judicial functions are exer¬ 
cised by {a) the Appellate Tribunal, {b) Coinmissioners 
of Income-Tax, {c) Appellate Assistant Commissioners, 
and {d) Income-Tax Officers ; while executive functions 
are performed by (a) the Central Board of Itevenue, (b) 
Directors of Inspection, (c) Commissioners of Income-Tax, 
id) Inspecting Assistant Coramissionors, and {e) Income^ 
Tax Officers. Thus Commissioners of Income-Tax and 
Income-Tax Officers exercise both judicijtl and executive 
functions. 

Tho vanous authorities entrusted with tlie work of 
administering tho law of income-tax in India are — 

(1) Central Board of Revenue. This is the highest 
executive authority constituted by tho Central Board of 
BevenucCAct of 1924. ^Its powers of 'administration, 
supervision fiAid control extend over the whole department. 
It has power to make rules and to issue orders, instructions 
and direotioas to all officers employed in the administra- 
•tion of income-tax law J but it cannot interfere with the 
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discretiou of Appellate Assistant Commissioners in the 
exercise of their appellate functions. 

This Board consists of a few members, one of whom 
is in-charge of income-tax for the whole of India. It is. 
on his recommendation that the Central Government 
makes the appointment of Commissioners of Inpome-Tax, 
Assistant Commissioners and Income-Tax Officers. 

(2) Directors of Inspection. These officers were 
working even before 19513, though the Income-Tax Act of 
19-22 did not specifically contemplate such officers. The 
Amendment A.ct of 1953 has given them a statutory status 
by defining the expression in section 2 and including them 
ill the list of income-tax authorities in section 5. 

The Central Government may appoint as many 
Directors of Inspection as it thinks fit, and they have to 
perform such functions of any other income-tax authority 
as may be assigned to them subject to tlie control of the 
Central Board of Kevenuo. They may issue such instruc¬ 
tions as they think fit for the guidance of Income-Tax 
Officers subordinate to them in the matter of any assess¬ 
ment; and for the pur^ioses of inquiries under the Act they 
have all the powers of Income-Tax Officers in relation to 
making inquiries. 

The expression “Directors of Inspection” includes 
also persons appointed as Additional Directors, Deputy 
Directors or Assistant Directors of Inspection. 

(3) Commissioners of Income-tax. (Jommissioners 
of Income-Tax are appointed by the Central Government. 
A Commissioner is appointed to liead the income-tax 
administration of a specified area, A Commissioner may 
also be appointed as Commissioner (Central) without any 
territorial jurisdiction to deal with any case or class of 
cases assigned to him by the Central Board of Eevenue. 
The result is that there may he two Commissioners 
functioning in the same place, i.e., the Local Commissioner 
of Income-Tax and the Commissioner of Ipcome-Tax 
(Central). The Commissi onersi of Income-Tax (Central) 
cannot exceed three. 

The powers and functions of the Commissioner are 
laid down in the Act. The inspecting Assistant Com¬ 
missioners and Income-Tax Officers are subordinate to «■ 
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and under the control of the Commissioner, .while the 
Appellate Assistant Commissioners are subordinate to the 
Commissioner but under the direct control of the Central 
Board of Eevenue. The iniporfemt powers of the Com¬ 
missioner are 

{a) Under section 33 (2), he can direct the Income- 
Tax Officer to appeal to the Appellate Tribunal 
against an order passed by an Appellate Assis¬ 
tant Commissioner. 

{b) Under section 33A, he can revise an}' order (pre¬ 
judicial to an assessee) passed by any authority 
subordinate to him. 

{/) Under section 33B, he can revise any order 
(prejudicial to Revenue) passed hr aii}' Income- 
Tax Officer. 

{d) Under section 66, he can ask for a reference to 
the High Court from an order of the Appellate 
Tribunal. 

(4) Appellate Assistant Commissioners. The functions 
of an Appellate Assistant Commissioner are enumerated in 
sections 30, 31, 35, 37, 38 and 39. An appeal lies to 
the Appellate Assistant Commissioner against an order of 
the Income-Tax Officer, and a second appeal lies against 
the order of the Appellate Assistant Commissioner to the 
Appellate Tribunal. 

Appellate Assistant Commissioners are under the 
direct control of the Central Board of Revenue, but their 
discretion in the exercise of their appellate functions cannot 
be interfered with by the Central Board of Revenue. 

(5) Inspecting Assistant Commissioners. Inspecting 
Assistant Commissioners, who are appointed by the Central. 
Government, are directly under the control of the Commis¬ 
sioner, and they perform their functions in respect of such 
persons or of such incomes or of such areas as the Commis¬ 
sioner directs. The Inspecting Assistant Commissioner 
may also be directed to exercise the powers of the Income- 
Tax Officser in respect of any si)ecified case or class of oases. 

One of his main fucictions is to detect tax evasion. 
He is empowered to launch certain prosecutions and to 
compound them. His sanction is necessary for purposes 
of section 23A and for the imposition of a penalty by tho 
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Income-Tax Officer under section 28 (6). Section 38 
empowers hi]U to call for information, and under section 
39 he can inspect registers of members of oonipanios. 

(6) Income-Tax Officers. An Inconie-Tajc Officer 
is the actual assessor. lie initiates the assessnient, calls 
for/ a return from assessoes wntliin his jurisdiction and 
makes the assessment. His jX)wers, duties and functions 
are sot out in sections 12A, 18 (3), 22, 23, 23A, 24A, 24B, 
25, 25A, 26A, 27, 28, 29, 34, 35, 37, 38, 39 and 46. An 
•api)eal lies to the A'i)i)ellato Assistant Commissioner against 
the orders passed by liim. Wlion an Income-Tax Officer 
is promoted as Appellate Assistant Commissioner, ho cannot 
hear appals against his own orders as Income-Tax Officer 
'whi(;h are dealt with by another Ap])ellate Assistant 
'Commissioner. 

(7) Inspectors of Income-Tax. Inspectors of Income- 
Tax are apjxuntod by tlie Cinmuissioners subject to the 
Tides and orders of the Central Ciovernment. Thev shall 

t/ 

■prform such functions as are iissigned to them by the 
InconiO'Tax Officer or otlior in(;ome-tii.x authority under 
whom they are appointed to work ii,nd are subordinate to 
such officer or naitlioritv. 

( 8 ) Appellate Tribunal. Quih' :i.loof from the general 
administration of the income-tax de'|)artment is an appel¬ 
late body called the “A])pollate Tribunal”. The Tribunal 
is appointed by the Central Government, and it (‘onsists of 
as many momhors as the Central Government may think 
fit. The members are either judicial members or accoun¬ 
tant members. A judicial member is ordiiArily to Ix) the 
President of the Tribunal, l^ach l)t>n(ih of the Tribunal 
consists of a judicial menibor and an ;iccouiitM,nt member, 
and each btmoh hears appeals in a different ])n-rt of India. 
In the case of important appeals and also whore the two 
rnemters of a bench disagree Ix^tweon tliemselv(^, a bench 
of three members is formed by the President of the. Tribunal. 

Appeals against the orders of Appellate Assistant 
Commissioners lie to the Appellate Tribunal,* whoso order 
on (piestions of fact is final, and reference from its orders 
may go points of law only to the High Court. The powers, 
duties and functions of tlio Appellate Tribunal are sot out ^ 
in sections 28, 33, 35, 37, 48 and 66. 



CHAPTER 2 

TAX LIABILITY 

Income-tax, as its \ery name implies should be a 
tax on income and not on capital receipts but in India 
income-tax is levied not only on income but aho on 
■(iortain capital receipts. 

8e(^tion 2 (6C) does not define income, but it widens 
the accepted meaning of the term so as to inc.lude in it 
the following receipts which omnot strictly be called 
income :— 

i ) Anything falling within the definition of dividend 
as given in see.tioii 2 (i\ A). 

(/V ) The value of any perquisite or profit in lieu of 
salary taxable under section 7. 

(///) The value of any benefit or amenity provided 
free of cost or at Ui concessional rate to a direc-tor 
of a company or a person who is substantially 
interested in the company. A person is subs¬ 
tantially interested in a company if he is 
concerned in the management of that company 
or is a beneficial owner of shares, other than 
shares entitled to a fixed rate of dividend, 
carrying not less than 20 per Cvsnt of the voting 
power. 

similarly any sum paid by the company in respect 
of any obligation, which but for such payment 
would have been payable by such a director or 
such other person as mentioned above. 

iiv) Any profit on the sale of discarded building, 
machinery or plant as provided in the second 
pBOviso to section 10 (2) (vii) ; any unclaimed 
balance and debts, foregone in cases where a 
deducilion has been obtained by the taxpayer 
in an earlier assessment as a loss, expense or 
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liability as provided in sections 10’ (2A) and 
section 12 (5). 

(v) Any compensation received for the loss of a 

managing agency or other agency as provided in 
section 10 (5A). 

(w) Any capital gain arising after 31st March 1946 

and before 1st April 1948 according to the pro¬ 
visions of section 12B, 

(wV) The profits of any business of insurance carried 
on by a mutual insurance association or by a co¬ 
operative society computed in accordance with 
rule 9 in the Schedule. 

The definition of income as given in section 8 (6 C) 
is inclusive and not exhaustive. Income includes not only 
those things which this sub-section lays down but also 
such things as the word signifies according to its natural 
meaning. The object of the Act is to tax income, which 
is difficult to define in precise terms. It is a word of the 
broadest connotation. With regard to income that is 
liable to tax, guidance is to be sought from judicial pro¬ 
nouncements, which in their turn are largely based on 
commercial usage. 

Income connotes a periodical monetary return 
coming in with some sort of regularity or expected regu¬ 
larity from definite sources. The source need not necessa¬ 
rily be one which is expected to be continuously productive, 
but it must be one whose object is the production of a 
definite return excluding anything in the nature of a mere 
windfall. Such sources are classified In the Act as 
employment, investments, house property, business and 
other sources. If there is no source to which a particular receipt 
can be attributed, then such receipt is not income liable to tax. For 
instance, the profit resulting from an isolated transaction 
of purchase and sale, which is not in the nature of trade, 
is not income liable to tax, because it has no source. 
Income has therefore been likened to the fruit of a tree or 
the crop of a field. Income has also been defined as the 
gain derived from capital,, from labour or from both 
combined, the essential matter being thal income is not a 
gain accruing to capital but a gain derived from capital, 

Income is not necessarily a recurrent return from a 
definite source. In fact, it may never recur at all and foe 
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source may never yield a return. Business is not necessarily 
the continuous exercise of an activity. An isolated adven¬ 
ture may constitute business. 

In sections 4 and 6 income is expanded into “income, 
profits and gains”. The term income when contrasted 
with profits and gains moans a periodical monetary return 
coming in independently and not as the net proceeds of a 
business. Profits, on the other hand, are the surplus by 
which the receipts from a business exceed the expenditure 
necessary for earning those receipts. Profits and gains 
mean the same thing. 

The following are the fundamental principles relating 
to income :— 

(1) Income may accrue to an assessee without the 
actual receipt of the same. If the assessee acquires a 
right to receive the income, the income can be said to have 
accrued to him though it may be received later, on its being 
ascertained. The basic conception is that he must have 
acquired a right to receive the income. There must be a 
debt owed to him by somebody. Unless and until there 
is created in favoi.r of the assessee a debt due by somebody 
it cannot be said that he has acquired a right to receive the 
income or that income has accrued to him. 

Illustrations 

I. The S Company were the managing agents of the U Com¬ 
pany. Under the managing agency agreement, the S Company 
were entitled to receive as their remuneration, subject to a mini¬ 
mum, a commission of certain per cent per annum on the annual 
net profits of th»U Company which was due to them on the 3 ist 
March every year. On ist December i 943 , the S Company assigned 
to A their office as managing agents and all their rights and 
benefits under the managing agency agreement. The account of 
the managing agency commission payable to the managing agents 
for the calendar year 1943 was made up in 1944 and paid to A in 
1944, The question was whether in the assessment year 1944-45 
A was liable to pay tax on the accrual basis on the whole of the 
commission or whether the tax was payable by A and the S Com¬ 
pany on proper apportionment being made between them of the 
amount received by A. 

It was held by the Supreraek Court, reversing the decision of 
the Bombay High Court, that in the circumstances of the case the 
managing agency commission was not liable to apportionment 
' between the S. Company and A in the proportion of the services 
rendered as managing agents by each one of them, but A was liable 
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to pay tax on the whole commission. The contract of service 
between the U Company and trie managing agents was entire and 
indivisible. 1 he commission became due by U Company to the 
managing agents only on completion of a definite period of service 
■and at stated periods and it was a condition preceden£ to the 
recovery of any wages or salary in respect thereof that the service 
or duty should be completely performed. Such remuneration 
constituted a debt only at the end of each such period of service 
and no remuneration or commission was payable to the managing 
agents for broken periods. The right to receive commission would 
arise and the income would accrue to the managing agents only 
at the end of the calendar year which was the terminus a qm for 
the making up of the accounts and ascertaining the net profits 
■earned by the company (26 I. T, JL 27). 

a. Under the partnership deed dated 14th April 194?, a father 
carried on a business in partnership with his sons, some of whom 
were minors and were only admitted to the benefits of the partner¬ 
ship. One of the minors attained majority on aand August 1950, 
and, as he elected to continue as a partner, a fresh partnership deed 
Was executed on 28th August 1950. Under both partnership deeds 
accounts were to be taken and the profit or loss ascertained on the 
Divali day of each year. The minor son who attained majority 
died on 31 st August i 95 o. The share of the deceased son in the 
profits as ascertained on 31st August i 95 o, when the partnership 
was dissolved, was Rs. 2,64,450, The proportionate profits on this 
basis up to 22nd August 1950, when the son attained majority, were 
Rs. 2,49,459, and the income-tax authorities included this amount 
of Rs. 2,49,459 in the assessment of the father under section 16 (3) 
on the ground that this amount was the income of a minor child of 
the assessee which arose from the admission of that minor to the 
benefits of the partnership. 

It was held by the Bombay High Court that, as the minor son 
had elected to remain a partner after attaining majority and the 
■partnership continued, and under the terms of^,the partnership 
profit or loss was to be ascertained only on the Divali of each year 
•and it was impossible to predicate whether the partnership had 
made any profit or loss on any date prior to the date of the Divali 
in any year, the deceased son had not acquired any right to receive 
the sum of Rs. 2,49,459 from the partnership at any time during 
the accounting year. The said amount could not be treated as 
income which arose to him directly or indirectly within the meani ng 
of section 16 ( 3 ) in the accounting year, and could not therefore be 
included in the assessment of the father. 

Though income may accrue or arise to an assessee before he 
actually receives it, income cannot accrue or arise to him until he 
acquires a right to receim the same ; and unlessand until there is 
created m favour of the assessee a debt due by somebody, it cannot 

acquired a right to receive the income (26 IS.R, • 
919) The following passage taken from the judgment is interest¬ 
ing 
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‘*Thc Advocate-General says that section i6 is based on a 
hetion. It undoubtedly is, but the fiction is that the income of 
the minor child becomes the income of his father. But the Advo¬ 
cate-General wants to add a second fiction to the fiction already 
embodied in section i6 (3) and the second fiction is that although a 
certain amount is not the income of the minor, still you must look 
upon it as his income and make the father pay tax on that income. 
We refuse to countenance the attempt on the part of the department 
to add a second fiction to the fiction contained in section 16 (3) 
which is sufficiently burdensome upon the assessee who happens to 
be the father.” 

N B.—If on attaining majority the minor elects not to be a 
partner, he severs all his connection with the partnership and he 
becomes entitled to whatever amount is due to him at the date 
when he makes election not to become a partner. In this case there 
is a break in the partnership and accounts have to be made up as 
on a particular date, because the minor who has become a major 
has the right to claim a specific amount as due to him on a particular 
date. 

( ’J ) The taint of illegality associated with income 
is immaterial for the purpose of taxation. It is absurd to 
suppose that honest gains are charged to tax and dishonest 
gains escape. The income-tax law is not restricted in its 
applicjition to lawful business only. A thief who carries 
on the business of committing thefts is as liable to tax as 
an honest businessman, and he may in addition be prose¬ 
cuted for the offence. 

( S ) Income is taxable notwithstanding that there 
is a rival claim to the source of the income. The mere 
existence of a dispute as to title, even where a suit has 
been filed, canuffot of itself hold up an assessment. 

( 4 ) There is no distinc.tion for income-tax purposes 
lietwoen temporary and permanent income. Everything 
in the nature of income is taxable whether temporary or 
permanent, steady or fluctuating, precarious or secure. 

(3) Income maybe realised in the form of money 
or money’s worth. The receipt of the equivalent of cash 
would be the receipt of income. 

( 6 ) The receipt of a. lump sum may be income. 
Sums received under a consequential loss policy by the 
assessee, who has* insured against loss of profits consequent 
on jfire is income liable to tax. Bemuneration, wbioh is 
income when paid over a number of years, would be 
iucctme even though paid once and for all in a lump sum. 
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( 7 ) Mere relief from expenditure is not income.. A 
person is chargeable to tax on what goes into his pocket 
and not on what he saves. In a suit by the debenture- 
holders the assets of a company were sold for a sum* much 
below the amount duo by the company under the 
debentures. The commission of the auctioneer at the 
court sale would have been 5 per cent, but the court 
relieved the debenture-holders of the payment of this 
commission by allowing one of them to act as the auctio¬ 
neer. The relief from the auctioneer s commission cannot 
be the income of the person who acted as the auctioneer 

( 8 ) The nature of a receipt for income-tax purposes 
is fixed once and for all when it is received, and a receipt, 
which at the time of its receipt was not income, cannot be 
made income by a subsequent operation, e. g., if a firm 
receives an advance from a customer, the advance remains 
unclaimed for a number of years, and finally it is appro¬ 
priated to the credit of the firm’s capital account, then 
such credit in the capitid account is not income, because 
when the money was originally received from the customer 
it was not received as income. 

(9) Where the transfer of income is in pursuance of a 
legally enforceable obligation of the taxpayer, there is a 
diversion of income. Income may have to be diverted by 
a decree of the court, or under the provisions of a will, or 
under any other legal obligation. In the case of a diversion 
of income, the income diverted is not regarded as the 
income of the transferor. 

Where the transfer of income arises out of a volun¬ 
tary act on the part of the taxpayer, there is an application 
and the fact that he created a binding obligation 
on himself to make the payment is hold insufficient to 
alter its character as the transferor’s income. Where a 
man grants an allowance to his wife, child or aged parent, 
whom he is under a personal obligation to maintain, it 
is merely a case of application of income ((f I. T. R. 20 f). 
If a person applies his income in a particular way, it 
remains his income. 

(10) The general principle of law, as is now well 
settled, is that when any p.ayment is received in part, • it ‘ 
should first go towards the payment of costs due, then 
interest and the balance, if any, towards the payment* o'l 
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principal. In the absence of any appropriation by either 
party there is no reason why this principle should not he 
applied. For example, assume that A owes B Rs. 10,000 
for the principal amount lent, Rs. 1,000 for interest and 
Rs. 500 for costs, that A pays B Rs. 4,600 and that there 
are no circumstances indicating to which item of the dues 
the sum of Rs. 4,600 is to be appropriated. Therefore the 
sum of Rs. 4,500 should bo first applied to the payment of 
costs (Rs. 500), Rs. 1,000 towards interest and Rs. 3,000 
towards the principal. Hence Rs. 1,000 is income of B 
which is liable to tax. 

(11) Income must come from outside. A surplus 
accruing to a mutual concern cannot be regarded as 
income liable to tax. A body of persons contributing to a 
common fund in pursuance of a scheme for their mutual 
benefit, having no dealing or relation with any outsiders, 
cannot be sa.id to have made a profit when they find that 
they have overcliarged themselves and that some portion 
of their contributions may be safely refunded. Where the 
contributors are to receive back a part of their own 
contributions, the (omplote identity between the contri¬ 
butors and recipients negatives the idea of any profit, for 
no man can make a profit out of himself. The fact that a 
mutual association is incorporated as a company W'ould 
not afiect its mutual character, for incorporation does not 
-destroy the complete identity between the contributors and 
the participators. 

A mutual concern may carry on mutual activities 
resulting in a#non-taxable surplus and also non-mutual 
activities resulting in taxable profits. Thus, in the case 
•of a members’ club, any surplus accruing from subscrip¬ 
tions and charges for various conveniences paid by members 
is not income or profit at all, nor can a social club be 
deemed to trade as far as its dealings with its own members 
are concerned. But a club is taxable on the profit derived 
from subscriptions and charges paid by non-members as 
well as on the income derived from its capital assets. 
Similarly in £he case of a mutual benefit society, even if it 
is a limited comp&ny the income earned by it by way of 
interest from its members on loans and overdue subscrip- 
^ohs is not profit liable to tax, but interest derived from 
iavestments with banks is assessable. 



34 


INCOME-TAX 


The genera.] principle that the mutual activities of 
a mutual concern do not yield a taxable surplus is, • how¬ 
ever, subject to two exceptions, nameh': 

(/) Although the surplus accruing to a# mutual 
insurance compaii}' or association or a coopera¬ 
tive insurance society is not income in the true 
sense of the torrii, yet it has been made liable to 
tax b\' section ^ ( 6C ). 

(/V) Section 10(6) enacts that a trade, professional' 
01 - simibir association (e. a chamber of 
commerce) performing specific services for its 
members for remuneration definitely related to 
those services shall be deiuned to carry on 
business in respect of those services, and the 
profits therefrom shall be liable to tax. The 
object of this provision is to charge as profit the 
surplus arising from specific services rendered 
to inombors by a mutual trade, professional or 
similar association which w'ould not otherwise 
he liable to tax. But any surplus arising to ‘^uoh 
an association in other ways e. g , from entrance 
fees and subscriptions of members would lie 
outside the scope of section 10 (6) and would 
be non-to.xable on the general principle enun¬ 
ciated above. 

(12) The distinction between capital and income is 
of vital importance for income-tax purposes, because tax 
is levied on income and not on capital. This subject is 
discussed in detail in the next chapter. 

Tax Liability 

Sections 8 and 4 are the charging sections. Section 
S lays down the incidence of the charge of income-tax, 
namely 

Income tax is to be charged at the rates fixed for 
the year by.the annual Finance Act. 

ih) The charge is to be^oii every individual, Hindu 
undivided family, company,^ local authority, 
firm itself or partners of the firm individually, 
and other association of persons or the members 
of tbe association individually. » ^ 
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(t-'i The tax is to bo charged on the assessee’s total 
income of the previous year computed m 
accordance with tlie provisions of the Act. 

The Income-Tax Act is a permanent enactment, but 
there is no liability to tax until the annual Finance Act 
is passed. However, section 67B provides that if on* 
1st April in any year the new' Finance Act has not been 
pasi^ed, the provision in force in the preceding year or 
the provisions ])ro\x)sed in the Finance Bill then before the 
legislature, wdiichever is more favourable to the assessee,. 
shall apply until the new Finance Act becomes effective. 

The subject of charge is the income of the previous 
year and not the income of the assessment year. Since 
tax is levied on the actual income of the previous year, 
the facts must be taken as they existed during the 
previous year. Though the subject of the charge is the 
income of the previous year, the law' to bo applied is that 
ill force for the assessment year and not that which was 
ill force during the yofir the income of which is under 
assessment. 

Section o charges every xierson in respect of his total 
income, while section 4 defines the extent of total income. 
The definition of total income in section 4(1) is 
“subject to the provisions of this Act,’’ The result is that 
while income cannot be taxed unless it falls w'ithin section- 
4 (1), it is not necessarily to be taxed because it falls within, 
this sub'section. In other w'ords, while no other section 
can operate to ta.x income which is not taxable under this 
sub-section, «.ny other section may oi^erate to save from 
taxation income w'hioh is within the purview* of this 
sub'HOOtimi, 


Residence of Asses sees 

The tax liability of a ].)t^rson is doterniined by refer¬ 
ence to his residence in the previous year, and with regard 
to residono^e the assessees arc divided into three classes, 
namely t 

(/) Persi/lis not resident in India; 

(/V) persons resident but not ordinarily resident ia 
India; and 

(iii) Persons resident and ordinarily resident in India* 
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Each of these three classes is chargeable to tax on 
a. different basis, and these classes are defined according 
to rules contained in sections 4 A and 4B. To determine 
the residence of a person under sections 4A and 4 B, the 
•old Indian States are treated as part of India at all times, 
that is, before as well as after 81st March 1949. The 
residence of an assessee is determined according to the 
following rules : — 

Individuals 

An individual is resident in India in a particular 
^’ear if 

(?) he is in India in that year for a period or periods 
totalling not less than 18*2 days ; or 

'(//) he maintains a dwelling place in India for a 
period or periods in that year not being less 
than 182 days, provided he has himself been 
present in India for at least one day in that 
year; or 

(/V/) he has been in India (a) for at least 395 days in 
the four years preceding that year, and (h) for 
even one day in that year otherwise than on 
an occasional or casual visit; or 

(iv) he has been in India in that year and the 
Income-Tax Officer is satisfied that he has 
arrived there with the intentioii of remaining 
for at least three years from the date of his 
arrival in India. 

If an individual does not satisfy any of these four 
•conditions, he is a non-resident ; but if he is resident by 
reason of any of these conditions applying to him, he is 

classed as a resident not ordinarily resident. To be 
resident and ordinarily resident, he must satisfy both of the 
following two further conditions 

(/) That he has been resident under the ;above rules 
for at least nine out. of the ten years preceding 
that year; and 

(if) That be has been in India for periods amounting 
in all to more than two years during the seven 
years preceding that year. ‘ * 
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In order to decide whether an individual maintains a 
dwelling place in India, the vital fact to determine is not 
ownership of the property, but the right of the assessee to 
reside in a building which is ready and fit for his occupa¬ 
tion and which is intended to be used by him as his 
home. The building or a portion of the building must be 
available to him and must be at his disposal and he must 
be in a position to go and occupy it without the permission 
or leave of any one. The connotation of a dwelling place 
is quite different from a mere residence or a mere house 
in which one finds oneself for a temporary or short period. 
A dwelling place connotes a sense of pennanency, a sense 
of attachment, a sense of surroundings, which would permit 
a person to say that this house is his home. A man may 
have more than one home; he may have a home at 
different places; but with regard to each one of these he 
must be able to say that it is something more than a mere 
house or a mere residence. I. T. R. 77 /). 

The period of 18-2 or 305 days referred to above need 
not bo continuous nor is it essential that the stay should 
be at the same place. A resident may pass from place to 
place or from house to house or from hotel to hotel. The 
dwelling place need not be one’s own house. It may be a 
rented building or rooms in a hotel or a friend’s place. The 
words “occasional or casual visits” mean visits which are 
not regular, which take place at uncertain intervals and 
not for a specific or certain object connected with the 
assessee’s regular plan of life. A casual visit means more 
or less a chande visit or an accidental or unforeseen visit. 
The word “occasional” implies that there is no regularity 
behind it. A person who visits a place during summer 
every year is not a casual visitor. If the visit is in connec¬ 
tion with an occasion such as marriage or illness of a friend, 
it would be an occasional visit. 

Illustrations 

(1) A Dcrson after about 2$ years' stay in India retired to 
England in April 195a and returned to India in February i 955 to 
take up a salaried Appointment. 

In the year ended 31st March i 957 he was not here for i8a 
' days nor did he have a house here, but during the four years 
preceding 1954-55 he was here for more than 365 days and he did 
ttol come back on a casual visit. He is therefore resident for 1954-55, 
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Again, he is resident for nine out of the ten years preceding 
1954-55 and he was here for more than two years during the seven 
years preceding 1954-55. He is therefore resident and ordinarily 
resident for i 954 - 55 . 

(2) With reference to the above illustration, suppose he 
retired to England in March 1952 instead of April i 952 other facts- 
being the same. Then for 1954-55 he would be resident but not 
ordinarily resident, because he is not resident for nine out of the 
ten preceding years. 

( 3 ) A Punjabi merchant, trading in Iran, has no ancestral 
home in India but he visits India for about two months every two- 
or three years. He is a non-resident. 

( 4 ) An individual, trading in Africa, maintains an ancestral 
home in India which he visits regularly for about two months each 
year. He is resident but not ordinarily resident, because during 
the preceding seven years he has not been in the taxable territories 
for more than two years. 

(5) A European manager of a Calcutta jute mill first came to- 
India 15 years ago, and three years ago he spent 15 months' leave 
(from March 1953 to May 1954) in Switzerland. Then for the year 
1955-56 he is resident and ordinarily resident. 

{6} An individual came to India six years ago, and three 5ears 
ago he went to America on leave for four months. He is resident 
but not ordinarily resident, because he has not been resident for 
.mine out of the ten preceding years. 

(7) An assessec's father had four sons including the assessce. 
The assessee went to East Africa in i 93 i. The assessce's father 
and his other three sons lived in India. The father had four houses 
and in i 942 he made a gift of these four houses, one to each of his 
four sons, and as the father had no house and the assessee was in 
East Africa, the father lived in the house gifted to the assessee. On 
lyth April 1946, the assessce's wife came to India with her children 
and resided up to i 4 th February i 947 in the asscssce's house with, 
her father-in-law. The assessee himself came tOc India on 3rd 
September i 946 and stayed in this house for about four months. 
The income-tax authorities held on these facts that for the assess¬ 
ment year i 947-48 the assessee bad maintained, or had maintained 
for him, a dwelling place in India for more than 182 days, and was- 
therefore a resident in India. 

As there was nothing to show that the assessee had set apart 
any portion of the house as his dwelling place in the event of his 
coming over to India but, on the other hand, had allowed his father 
to use the house as his own dwelling place, and tljere was also- 
nothing to show that the father h%d maintained the house or any 
part of it as a dwelling place for his son, the®assessee had not 
maintained or maintained for him the house gifted to him as a 
dwelling place in India, it was held that he was not a resident'in 
India (ii//. IWA 77 /). 
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X. B .—In order to determine the residence of an individual 
for any year, his comings and goings for the preceding ten years 
must be known. If he is non-resident for two years he cannot be 
resident and ordinarily resident. 

Hindu Undivided Families 

The residence of a Hindu undivided family is made 
to depend upon the place of control and management of 
its affairs. It is resident in India if any })ortion of the 
control and management of its affairs is situated there. 
It is only when the control and management of its aifairs 
is situated wholly outside India that it is regarded as non¬ 
resident. 

The expression “control and management’’ signifies 
the controlling and directive power, the “head and bram” 
as it is sometimes called, and “situated” implies the 
functioning of such power at a particular place with some 
degree of permanence, while “wholly” would seem to 
recognise the p3ssibility of the seat of such power 'btjing 
divided between two distinct and separate places. If the 
seat of control and management is in more than one place, 
at least one of which is in India, then the control and 
management of the affairs would not be wholly without 
India and the family would be treated as resident. But an 
isolated or casual act of management and control exercised 
in India by a karta who lives abroad is not sufficient to^ 
make the family resident. 

The expression “control and management” implies 
continuous lootiiug after the affairs of the family with some 
degree of ]X)rmanenf-.e and stability. It does not mean 
occasional looking after the affairs of the family. 

If a Hindu undivided family contends that it is not 
resident in India, it must prove that the control is ivholly 
outside India. The onus of proof lies on the family. 

A Hindu undivided family is deemed to be ordinarily 
resident in India if its karta is ordinarily resident there. 
While com^ting the ordinary residence of a Hindu 
undivided family, the period or periods of stay of any 
previous manager or managers should also be taken into 
•account in the computation of the nine years’ or two years’ 
period. 
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Firms and Other Association of Persons 

A firm or other association of persons is resident in 
India if any portion of the control and management of 
its affairs is situated there. It is only when the control 
and the management of its affairs is situated wholly 
outside India that it is regarded as non-resident. The 
residence of partners is immaterial for the purpose of 
determining the residence of the firm, except in so far as 
such residence affects the control and management of the 
affairs of the firm. 

A firm or other association of persons is ordinarily 
resident in India if it is resident there. 

Companies 

A company is resident in India (a) if the control and 
management of its affairs is situated wholly in India or 
(i>) if more than half of its income arises in India. It is 
ordinarily resident in India if it is resident there. 

According to the first condition the residence of a 
company is made to depend upon the place of control 
and management, ^. e., the actual management of its 
affairs. The control of a company is situated at the place 
where the directors meet to do the business of the com¬ 
pany, receive reports, decide the policy of the company, 
declare dividends, etc. The control is one thing and the 
carrying on of business operations is another. A company 
resides where its real business is carried pn, and its real 
business is carried on where the central management and 
control actually abide. A company may be controlled 
and managed in India but its business may be carried on 
elsewhere. 

The main object of the second condition is to make 
even a non-resident company liable to pay tax in respect 
of its profits accruing outside India when its Indian income 
exceeds its foreign income. For the purpose of comparing 
the two incomes, it is only the income that a6tually arises 
in either place that is required to be taken into account 
and not any income which may be received or which may 
be deemed to arise. If an income is received in India* 
from outside, such income must be regarded as arising ip 



TAX LIABILITY 




the place of its origin and must therefore be- excluded from 
the computation of income in the country of its receipt. 
Again the whole of the income arising in India, including 
even agricultural income or any other income which may 
be exempt from tax, must be taken into account in deter¬ 
mining whether more than half the income of a company 
arose in India. 

Changing Residence. The residential status of an 
assesses is determined by reference to the previous year.. 
It may therefore change from year to year. In one year 
he or it may be a resident and in another a non resident. 
As already stated in the first chapter, an assesses is entitled 
to have separate previous years in respect of different sources 
of income. Therefore the residential qualification of an 
assesses for one and the same assessment year may vary 
with reference to his several sources of income. 

For example, the previous year of an assesses may 
be the year ended 30th September for his cotton-ginning 
business and the calendar year for his money-lending- 
business, both businesses being in India. If he came for the- 
first time to India on 1st June 1955 and wont back to his 
home in Nepal on 31st January 1956, then for the 1966-5T 
assessment year he is a non-resident for his cotton-ginning 
business and a resident not ordinarily resident for his. 
money-lending business. 

iV. B .—The definition of ordinary residence (as explained 
above) makes i( clear that only an individual and a Hindu undivided 
family can be resident and not ordinarily resident. A company, 
firm or other association of persons is necessarily ^‘ordinarily 
resident'^ if it is resident. 

Incidence of Tax 

Persons resident and ordinarily resident. Such per*^ 
sons are charged on : 

(1) Income received or deemed to be received in 

In^ia in the previous year, the place of its 
accrual being immaterial; 

(2) Income accruing or arising or deemed to accrue 

or arise in India in the previous year,, the place 
of its receipt being immaterial; 
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(3) Iiinonie accruing or arising outside India in the 

previous year and brought into India in the 
course of the year of its accrual ; 

(4) Income ( in excess of Ks. 4,500 ) accruiAg or 

arising outside India in the previous year ; and 

'(5) Amounts brought into India in the previous year 
out of imtaxed income which accrued or arose 
outside India before the beginning of the 
previous year and after 1st April 1938 ; 

Provided that any such income accruing or arising 
in any of the merged territories or any of tlie 
Part B States shall be deemed to be broiigiit 
into India daring the previous year, if it is 
brought into any part of India other than that 
merged territory or State. 

Persons resident but not ordinarily resident. Such 
persons are (charged on ; 

(1) Income received or deemed to be received in 
India in the previous year, the place oi its 
accrual being immaterial *, 

(•2) Income accruing or arising or deemed to accmo 
or arise in India in the previous year, t’ue 
place of its receipt being immaterial ; 

(3) Income accruing or arising outside India m the 
previous year and brought into India in the 
course of the year of its accrual *, 

"(4) Income ( in ex<^ess of lls. 4,500 ) aocruiug or 
arising outside India in the previous year, if it 
is derived from a business controlled in or a 
profession set up in India ; jmd 

^6) All amounts brought into India in the previous 
year out of untaxod income which accrued or 
arose outside India before the beginning of the 
previous year and after 1st April 1983 ; 

Provided that any such income accruing or 
arising in any of the merged territories or any 
of the Part B States shall be deemed to be 
brought into India during the previous year, if 
it is brought into any part of India other than 
that merged territory or State. 

The item No. (5) above means that all residents 
i whether ordinarily resident or not ) are liable to pay tax'* 
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on any amounts brought into India out of the untaxed 
paf?t".forei^i inoome arising after 1st April 1^33. This ia 
an exception to the general rule that in any assessment 
year only the income of the previous year is taxed. Here 
the inoome is not that of the previous year but of any past 
years prior to the previous year. 

The above-mentioned proviso to item No. (6) has 
been rendered necessary by the fact that some of the former 
Indian States Baroda, Bampur, etc. ) have been 

merged in Part, A or C States, while others ( such as 
Jaipur, Jodhpur, Gwalior, etc, ) have been included in the 
definition of taxable territories. Under this proviso, if any 
untaxed past inoome earned in a Part B State is brought 
from one place to another in the same Part B State, it 
will not be treated as brought to India, 

Under the third proviso to section 4 (1), all persons 
resident (whether ordinarily resident or not ) are entitled 
to an allowance of Bs, 4,500 from the income accruing' o't 
arising outside the taxable territories, which is liable to 
tax but which is not remitted to the taxable territories. 

It is clear from what has been stated above that 
persons who are resident but not ordinarily resident are 
chargeable in exactly the same manner as persons who are 
resident and ordinarily resident ivith one special exemption. 
Persons who are resident but not ordinarily resident are 
exempt from tax in respect of their unremitted foreign 
itioorae unless it is derived from a business controlled in 
or a profession set up in India. The definition of ordinary 
residence in secjiion 4B shows that only an individual and 
ih Hindu undivided family can be resident and not or¬ 
dinarily resident. A company, firm or other association 
of persons is necessarily ordinarily resident if it is resident. 
Therefore, the benefit of the s]wctal exemption can te 
availed of only by an individual or a Hindu undivided 
family. 

Persons not resident. Such persons are charged on : 

(1) Inoome received or deemed to be re(5eived in 

India in the previous year, the placse of its 
accrual being immaterial j and 

(2) Income periling or arising or deemed to ^riio 

.or arise in India in thetprevious year, the plao^ 
of its receipt being impaateriah 


3 
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The foreign income of a non-resident, even if it is 
remitted to India, does not attract tax. But there is one 
exception. Under section 4 (2), remittances received by 
a resident wife out of the foreign income of a no^^-residenfc 
husband are deemed to be income accruing to the wife in 
India. 

It is receipt of the money by the wife within India 
d uring the previous year, that subjects the wife to tax under 
section 4 (2). The point of time at which the husband 
earned his income abroad or remitted that portion of his 
income to India is immaterial for the purposes of section 
4 (2) (jo I. T, R. 742 ). 

Summary 

The tax liability of residents and non-residents in 
respect of incomes of several kinds may be summarised as 
follows :— 

(1) Income received in India (whether earned here 

or outside) is taxable in the case of all assessees. 

(2) Income earned in India (whether received here 

or outside) is taxable in the case of all assessees. 

(3) Income earned and received outside India but 

brought into India in the same year, is taxable 
in the case of all residents. 

(4) Past untaxed foreign income arising after 1st 

April 1933, if brought into India, is taxable 
in the year of its remittance in the case of all 
residents, 

(6) Income (in excess of Rs. 4,500), earned from 
any source outside India but not received in 
or brought into India is taxable in the case of 
residents who are ordinarily resident. 

(6) Income (in excess of Rs. 4,600), earned outside 
India from a business controlled from or a 
profession set up in India but not received in 
or brought into India is taxable in the case of 
residents who are not ordinarily resident. 

Some incomes are charged on accrual, some on 
receipt and some on remittance. When a particular income 
has once been taxed, it cannot be taxed again either id the 
same year or in a subsequent year. For instance, inoorgie- 
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which is taxed on accrual cannot be taxed again on receipt 
or on remittance. 

The various types of income brought under charge 
may be classified as follows :— 

(a) Income received. Income received in India is 
chargeable in the hands of all assesseee whether resident 
or not. Receipt of income in India attracts tax, irrespec¬ 
tive of whether the income accrued or arose in India or 
outside. The receipt must be in the previous year. It 
may be by or on behalf of the assessee. 

Income may be received in the form of money or 
money’s worth, in kind as well as in cash. A sum of 
money may be received by the transfer of coins or currency 
notes or a negotiable instrument. What among business¬ 
men might be equivalent to receipt of cash would be receipt 
for taxation purposes. Adjustment of cross claims, a 
settlement in account, an exchange effected by a book 
entry, or a set-off, would be equivalent to an actual receipt 
of a sura of money although no money may pass. A 
company declared a dividend to a certain shareholder who 
owed a like amount to the company for goods supplied by 
the company to him. The company effected a settlement 
by cancelling the debt for the goods supplied and setting 
it against the dividend. The agreement was given effect 
to by both the parties making corresponding entries in 
their books. In such a case there is an actual receipt of the 
dividend by the shareholder and concurrently an actual 
receipt by the company from the shareholder of the amount 
due for goods supplied. 

Constructive receipt of money is as good as actual 
receipt. Receipt by a bank or any other agent of the 
assessee would be a constructive receipt. When an employer 
■deducts income-tax from the salary of an employee and 
pays it to Government on behalf of the latter, the amount 
of the income-tax so deducted is a constructive receipt by 
the employee 

If a cheque is received by a creditor on a bank in 
India and* the creditor is^ outside India, he may give- 
the cheque to Ws bank for collection. Then the bank acts 
as his oollecting agent and the money is received by the 
creditor when the same is collected by the bank. In such 
, a,case the payment is in India. On the other hand, if the 
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creditor residing outside India ^lls the cheque to his bank, 
then the payment is received by him outside India, because 
he has negotiated the cheque and the bank is not his agent. 
The character in which a ba.nk receives payment of a 
cheque is a question of fact. The bank may receive the 
cheque for collection as an agent of the creditor or it may 
buy the cheque outright. In the former case the creditor 
receives the payment in Indip and in the latter outside. 

The receipt of income refers to the first occasion 
when the recipient gets the money under his control. Once 
an amount is received as income, any subsequent remittance 
of the amount to another place cannot be called a receipt. 
Income after the first receipt merely moves as money. It 
is the first receipt that determines the year and place of 
receipt for purposes of taxation. A non-resident is taxed 
on the foreign income only if it is received in India, i. e., 
received for the first time from the foreign source. If he 
has already received the income outside India, he would 
not be chargeable when he remits it to India. 

(b) Income deemed to be received. The phrase 
“deemed to be received in India” includes those inc^omes 
which the law regards as received though there is no actual 
receipt. Where income is deemed to be received, the 
result is that though it is not in reality received, the law 
requires it to be treated as if it were. “Deemed to be 
received” means deemed by the statute to be received. 
The phrase “statutory receipt’’ might be conveniently 
employed to cover income which is deemed to be received. 
The following are instances of income which are not actually 
received but which are deemed to be received under the 
Act :— 

(f) Under section 18 (4), tax deducted at source. 

(/V) Under section 68E, annual accretion to the 
ac^,ount of an employee participating in a 
recognised provident fund. 

(/V/) Under section 68J (3), transferred balances in a 
newly recognised provident fund. 

(c) Income accruing or arising. The two Words 
, accrue and arise seem to denote the sjime idea. ’Both 

words are used in contradistinction to the word receive, 
and indicate a ri^t to receive. Income may accrue 'or 
ajrise in one place and be received in another. Undeis. 
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section 13, the profits of a business, profession or vocation 
and income from other sources are to be computed in 
accordance with the method of accounting regularly 
employed by the assessee. Income accrues when it first 
comes into existence, but it may be said to arise when the 
method of accounting shows it in the shape of income. For 
example, under the cash system of accounting an income 
may accrue in one year but it may arise in the next year 
when it is actually received and treated as such m the 
accounts. Where accounts are maintained on the mercan¬ 
tile accountancy basis, income arises when the appropriate 
entries are made or should be made in the books. 

It is not possible to lay down any general test for 
determining the place of accrual of business profits. But 
in the light of decided cases the following rules may be 
applied in ascertaining the place where business profits 
accrue :— 

(1) The place of accrual of a notional business profit 
(e. g., profit resulting from valuation of closing stock-in- 
trade) is the place where the business is carri^ on. A 
firm carried on business as bullion ‘dealers. It had its 
place of business in Calcutta and the method of accounting 
followed by it was the mercantile method. Part of its 
stock-in-trade (silver) was outside India. It used to value 
its stock-in-trade at market price. In a particular accounting 
year the market price of its stock-in-trade was higher thaii 
cost. The notional profit resulting from the valuation of 
closing stock ^as held to accnie at Calcutta, although part 
of the stock was outside India. The source of the profits 
of a business is indubitably the business, and the place of 
their accrual is where the business is carried on. 

(2) In the case of sale of goods, profits arise as a 

general rule at the place . yrhere the contracts of sale are 
made. Where goods purchased outside India are sold in 
India the entire profit arising from the sales has been 
held to accrue or arise in India. Similarly profits deriyed 
from the sal^ in a foreign country of goodf? purchased in 
India do not aoerue or arise in India but in the foipj^ 
country where they are sold, unless there is a business 
‘'connection in India and % part of the profits attributable 
to tjie operation of buying ifr deemed to accrue dr arisd in 
India. . ^ .. ■ . ,. 
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(3) When manufactured goods are sold, profits .do 
not accrue only at the place where the sales take place, but 
the profits must be apportioned and a part of the^ profits 
may be considered as accruing at the place where tlie goods 
are manufactured and a part at the place where they aro 
sold. In C. I. T. V. Ahmdbhai Umarbhai & Co. the Supreme 
Court of India held, in affirming the judgment of the. 
Bombay High Court, that profits must be apportioned 
between the manufacturing and selling operations. In this 
case, the assessee carried on the business of manufacturing 
and selling groundnut oil. The oil W'as manufactured 
without, but sold within India. It was held that the profits 
arising from such sales should be apportioned between the 
two operations of manufacture and sale and only such 
portion of the profits as was reasonably attributable to the 
sale should be taken as accruing in India. 

Since the amendment of the Act in 1039, the im¬ 
portance of the place of accrual of income has been materia¬ 
lly reduced. An ordinary resident has to pay tax on income 
accruing or arising in any part of the world. In the case 
of a person resident but not ordinarily resident the place 
of accrual is entirely immaterial in dealing with income 
derived from a business controlled in or a profession set up 
in India, though it is material a.s regards the taxability of 
other kinds of income. It is only in the case of non¬ 
residents that the place of accrual still remains important; 
But even for nomresidents the actual place of accrual has 
been rendered irrelevant by the various pypvisions of the 
Act under whic^ foreign income is deemed to accrue or arise 
in India. 


Illustration 

An English jeweller, having no business in India, sells his 
wares mostly to customers in India by means of the V. P. P. system. 
Where does the income on such sales arise ? 

Under the V. P. P. system the post office is the agent of 
addressees. Therefore the sales take place in England when the 
wares are handed over to the post office on behalf of the buyers, 
and the income arises there 

(d) Income deemed to accrue or arise. When inedmd 
is deemed to' accrue or arise in India, it means that, tlm 
income does not really accrue or arise there, but is regardisa 
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fliS suoh by law. In the following oases, income is deemed 
to accrue or arise in India :— 

(/) Under explanation 2 to section 4 (1), salaries, 
wherever paid, are deemed to accrue in India, 
if they are earned in India. 

(//) Under explanation 3 to section 4 (1), dividends 
paid by Indian companies outside India are 
deemed to be income accruing in India to the 
extent to which they have been paid out of 
profits subjected to Indian income-tax. 

«(/V/) Under section 4 (2), allowances remitted by a 
non-resident husband to his wife resident in 
India are deemed to be the income of the wife 
if the remittaiifjes are. out of the husband’s 
inc/)me not-rtaxed in India. 

(/V) Under section 42, several kinds of income are 
deemed to accrue or arise in India. 

Section 42 (1) is so designed as to widen the not of 
taxation and it is a charging section in so far as it has the 
effect of rendering persons liable to tax on profits which 
do not accrue or arise in India, but which are deemed to 
be such profits. Four specific types of income wherever 
arising are deemed to accrue in India. 

(/) Income arising directly or indirectly from any 
business connection in India. The meaning of the term 
business connection is important. This phrase has not 
been defined and the courts have given decisions after 
consideration of the particular facts of each case. It has 
been held that business connection denotes some element 
of continuity in the relationship between the person in 
India who makes the profits and the non-resident who 
receives them. A single transaction would not create a 
business connection. There would be a business connection 
if an assesses had a branch or agency of his own in India, 

The whole of the profits of an assesses, vrho derives 
profits directly or indirectly through a business connection 
with India, are,deemed to ahcrue within India, but this 
is qualified in section 42 (3) which provides that where 
«bll -the operations of the business are not carried out in 
India the profits of the business. deemed to accrue or arise, 
ih India are limited to such profits as can be reasonably 
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afcbribLifced to the part of the operations carried in 
India, 

Ulustrationft 

(t) A aoti-resideat, n!it having any branch or ag 3 acy in India, 
buys goods here and sells thfem outside. No profits arise io India 
because there is no business connection here. 

(a) A non-resident buys goods in India through a branch and 
sells them outside India. He will be assessable only respect of 
that part of his profits which is attributable to the buying opera¬ 
tions. 

(3) A resident assesses carries on business of monufacturing 

and selling groundnut oil in Bombay The oil is manufactured 
without India but is sold within India, the sale proceeds having 
been received outside India. The profits accruing from such sales 
wpuld be apportioned between the two operations of manufacture 
and sale and only such • portion of the profits as is reasonably 
attributable to the sale should be deemed to accrue in India. Of 
course, if ihe sale proceeds are received in India the whole profits 
would become taxable on the basis of receipt. s 

(4) An assessee's business consists of buying goods out ide 
India and selling them inside. The full profit arises in India and 
is taxable, because the profit has been created by sales, and the ^ales 
have taken place in India. In the second illustration the profit is 
deemed to accrue in India by virtue of section 42 (t), while in this 
case the profit arises outright in India and is taxable by virtue of 
section 4 (i) (c). 

(5) An assessee (who is resident and ordinarily resident) has 
a big paper business in Delhi and also a branch in Lahore. The 
branch deals in paper. There is no rcrnittance of profits from 
Lahore to Delhi. As there is a business connection between the 
head office in Delhi and the branch at Lahore the profits earned by 
the Lahore branch are deemed to have accrued in India, by reason 
of section 42 (i), and would be taxable to the extent of the amount 
apportioned under section 42 ( 3 ) as the profits attributable to 
Indian connection. 

Section 42 (1) applies to both residents and non¬ 
residents, though having regard to the several categories of 
income specified in the section, its application to residents 
must be rare, and it maiy be conceded that the large majority 
of persons falling within this section would he non-residents, 

(//) Income a-rising from any property imindia. The 
word property in this section Is used as an.ordinary English 
word to be taken in its u.sual significance and is not confined 
Ijo building property. The word property includes both 
movable and immovable property but means something 
tangible, furniture or. maohinery situated in India^ 
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\^hkli has been hired under an agreement by which the hire^ 
is payable outside India. 

(w) Income arising from any asset or source of income 
in India. With reference to these sources, it is possible 
that the contract may be executed outside India, and by 
the terms thereof the money may be payable outside India. 
In such cases the income cannot be said to accrue or arise 
in India ; but by virtue of section 42 (1) such income is 
deemed to accrue or arise in India. 

(ii^) Income arising from any money lent at interest 
and bifought into India in cash or in kind. The interest 
on moneys lent abroad and brought into India with th^ 
knowledge of the lender would he income deemed to aceilCie 
in India. However, if the borrower without the knowledge 
of the lender brings money into India and that ilionCy 
earns iiicome, the lender is not liable to pay any tax on the 
intt^rest which he receives on the money lent. This is 
based on the principle that there must be some ndXut 
betw'eeii the taxing State and the assessee who is a foreigner^ 
and the nexus is that a knowledge must be attributed to 
the lender that the borrower has bornwed money foil" th6 
purpose of taking it to India and earning income oh'thitt 
money. ’' 

■ i f 1 

(e) Remittance of foreign income. , Before the amend¬ 
ment of the Act in 1989, the foreign income of even resid^idi^ 
was not taxable unless it was received in or brought 
the taxable territories, but since the 1939 amendp^e^t 
the foreign inaiomo of residents has become taxable on t^i^ 
accrual basis with a statutory deduction of Bs. 4,600. ,, ^ 

Now' all residents (whether ordinarily resident br not)' 
are chargeable on all amounts brought into India in the 
previous year out of untaxed income which accrued'or 
arose outside India before the beginning of the prOviotts 
year and after 1st April 1933. Foreign income which'has 
once been taxed cannot be taxed again in any subsequent 
year in which it is brought into India. But if any foreign 
income accruing after 1st April 1983 has not been taxSd'tt 
may be taxed in any subsequent year in which it is brought 
inio India. The uutaxed past foreign income may 'dbhsist 
of the following :■— ; • .* ju. / 

* * {a) The statutory allowance of Bs. 4;506 fr6m un- 
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remitted foreign income granted since the 
taxation of foreign income on the accrual basis. 

{b) A person resident in India in the year of remit¬ 
tance of his foreign income is chargeable in 
respect of the remittance even if the remittance 
is out of income earned by him during the 
years when he was not a resident. 

The remittance out of past untaxed foreign income, 
’Which are taxable in the case of all residents are to be 
-charged under section 12 as income from other sources. 

■ In deciding whether foreign remittances are taxable 
-or not the following points should be taken into considera- 
iiion :— 

(1) The remittance must be from foreign income and 
not out of capital. If the accumulated foreign income is 
sufficient to cover remittances to India, it is presumed 
that the remittances are from profits. In such a case the 
•burden of proof is on the assessee to show that they are 
out of capital. In computing the amount of foreign income 
available for remittance the actual total expenditure 
incurred abroad (and not mcrelj^ the expenditure admissible 
for income-tax purposes) should be deducted. Where the 
ontire income is spent by the assessee before any remittance 
is made, the remittance cannot be out of income. 

An assessee borrowed money in India for the purpose 
of his foreign business. After making profits abroad with 
the borrowed capital, he remitted the amount of the loan 
to India. It is a remittance of borrowed capital and not 
•of profits, because the existence of foreign “fjrofits is not 
a conclusive proof that the remittance is out of such profits. 

If an assessee has two funds at his disposa-l in a 
■foreign country, one upon which income-tax has already 
been levied and the other still liable to tax, and if he sends 
to India a remittance out of the former fund, such remit¬ 
tance is not liable to tax. 

(2) Foreign income may be brought into India in 
any form known to the commercial w^orld for tha transmis¬ 
sion of money from one country to another.^ Even a settle¬ 
ment in account or a set-off or cross entries may be 
equivalent to a receipt or remittance of a sum of money • 
though no monej" may pass. 

(3) Foreign income must be received in or broughtf 
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ipto India if it is to be taxed. Where an assessed owes a 
debt in India and under his instructions the debt is paid 
outside India to the creditor by the assesses from income 
which had accrued to the assesses outside India, the foreign 
income cannot be said to be brought here, because only the 
assessee’rf liability in India is lessened, and a mere lessening 
of liability in India cannot be a receipt in India. 

If an assesses owing a debt in India discharges it by 
a hundi delivered outside India to the creditor and drawn 
on the assessee’s foreign branch, and the amount of the 
hundi is paid outside India, then the amount cannot be 
said to be received in India. On the other hand, if the 
hundi on the foreign branch is delivered in India to a credi¬ 
tor residing in India, there would be a remittance of the 
amount to India, though the payment under the hundi is 
made outside India, because the assesses uses in India 
money available to him abroad and this amounts to a 
receipt in India by the assesses of his foreign income. 

It is imtaaterial that an arrangement, involving a 
transfer of a local debt to a foreign country, is deliberately 
entered into by the assesses to avoid tax, for every man is 
entitled, if he can, to order his affairs so that his property 
is not liable to tax. 

(4) Foreign income should be received in or brought 
into India bj the assessee^ which would include receipt by 
a bank or other agent on behalf of the assesses. If the 
foreign income is transferred abroad bona fide to another 
by way of gift* or for consideration, and the transferee 
brings it into India, the transferrer cannot be charged, 
because he is not the person who receives it in India. 

Where an assessee advances a loan, out of his foreign 
accumulated income, to a person in India, and sends the 
money by post to the borrower, the assessee is not taxable 
for he does not bring the money to India. As the post 
office is the agent of the addressee, it is the borrower who 
must be deenjed to have brought the money into India. 

(5) If foreign income, before its remittance to India, 
is converted into capital assets not intended for resale, and 
such assets are brought into India, there is no remittance 
of the foreign income to India. If an assessee purchases 
dbodiities outside India out of his foreign income as a 



44 


INCOME-TAX 


porrtiauenb inve^itmeat, and later briags the securities bo- 
Ihdia, there is no remittance of income to India. 

(6) No amount of bookkeeping or entries in accounts 
kept in India would be equivalent to receipt *of foreign 
income from abroad. Where a textile mill is situated 
outside India and makes profits there, but has its registered 
office in India, the mere fact of entries being made in 
respect of its profits in the accounts of the company kept 
in India does not mean that the profits have been ' received 
in India, Similarly the fact that the foreign profits are 
distributed among the partners in a firm’s accounts in 
India. ^83 not by itself amount to receipt of the profits 
here. , 

Exemption from tax of foreign profits. Amounts 
remitted to India out of uiibaxed foreign profits,- arising 
after 1st April 1933 but before the accounting yejir, are 
subjected to tax when remitted. However, in order to 
encourage Indian nationals residing abroad to bring their 
capital to India, the following provisions are made for 
granting exemption from tax to such income when remitted 
to India. 

(a) Non-residents. The 4th proviso to section 4 (1) 
enacts that the remittance of foreign profits made by 
perspus who were non-resident in at least two out of the 
three years immediately preceding the accounting year 
will be exempt from payment of income-tax. This means 
that when any person who is staying abroad returns to 
India with his accumulated profits, ?uch profits will not be 
subjected to tax if remitted within the first two years of his 
becoming a resident in India, This concession has been 
applicable from the assessment year 1961-52. 

{b) Residents, While the above concession relates 
to parsons W'ho were non-residents previously, similar, 
exemption to residents in India is also available under the* 
6th proviso to section 4 (1). In their case foreign profits 
remitted to India after 2nd September 1951 are exempt, 
from tax. This exemption is applicable to ‘ persons who 
are not allowed any other 'concession on remittance of 
foreign profits. Thus, this exemption is not available to 
assesseek resident in Part B States who are entitled tb a' 
separate exemption on remittance made between Ist Apri| 
1950 and 1st April 1952 of foreign profits to a Part B State. 



TAX LIABILITY 45 

Further fchis exemption is governed by the following condi¬ 
tions, namely * — 

(/) That the remittance is out of profits which 
would be liable only on remittance and not 
otherwise liable to tax in the year of accrual. 
For example, in the case of a resident but not 
ordinarily resident peraon with his business 
abroad not controll^ in India, the income is 
not chargeable unless remitted to India. Such 
profits when remitted would be entitled to this 
concession, if the other conditions are also 
satisfied. 

( it ) That in the case of profits remitted to India on 
or before 30th September 1954, half the amount 
received is invested within three months of its 
rec.eipt in India in the purchase of government 
securities through the Beserve Bank of India 
and the securities are kept with the Beserve 
Bank for at least two years. 

{fit) That the assessee pays off all his income-tax dues 
including any penalty or interest within three 
months of the receipt of the amount. 



CHAPTER 3 

CAPITAL AND REVENUE 


The distinction between capital and revenue is of 
vital importance for income-tax purposes. In the firsfc 
place, income-tax is levied on income and not on capital 
receipts. Therefore all receipts have to be put into two 
classes, capital receipts and revenue receipts. Secondly, 
in ascertaining the profits of a business or profession, it is 
the revenue expenditure and not capital expenditure that 
is deductible from the trading receipts. 

In some cases it is easy to make a distinction between 
capital and revenue, but in many others the line of distinc¬ 
tion is not easily drawn and it becomes a puzzling question 
to decide the character of the receipt or expenditure. Courts 
have often observed that it is not possible to lay down any 
satisfactory tests by which it can be conclusively judged 
whether a particular receipt is a capital receipt or a revenue 
receipt, or whether a particular expenditure is a capital 
expenditure or a revenue expenditure. The decided cases 
therefore serve merely as illustrations not as perfect guides. 

Receipts 

The distinction between capital receipts and revenue 
receipts is much more difficult than the dhtinotion between 
capital expenditure and revenue expenditure. It is a 
matter involving much refinement. It is true that no hard 
and fast rule can be laid down for determining whether a 
particular receipt is a capital receipt or a revenue receipt ; 
still the following tests may be applied for this purpose in 
particular cases 

(1) A receipt on account of fixed capit d is a capital 
receipt, while a receipt on account of circulating capital 
is revenue receipt or inoon^e. Fixed oapitaris that which 
the owner keeps for earning profit, sudi as plant, machi¬ 
nery and buildings of a business. Circulating capital is 
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that out of which the owner makes profit by parting witb 
it and letting it change hands, such as stock-in-trade. The 
latter capital circulates because it is turned over and over, 
and in the process of being turned over it yields profit or 
loss. Fixed capital, on the other hand, is not involved 
directly in that process and remains unaffected by it. The 
term “capital assets” is also used for fixed capital. What 
is fixed capital will depend upon the nature of business. 
The very same thing may be fixed capital in the hands of 
one business, but circulating capital in the hands of another 
The land on which the factory of a manufacturing concern- 
stands is its fixed capital, but the land in the hands of a. 
dealer in real estate is part of his circulating capital 
Machinery in the hands of a manufacturer is part of his- 
fixed capital, whereas the same.machinery with a machinery 
merchant is part of his circulating capital. The books 
purchsaed by a practising accountant for use in his profes¬ 
sion are fixed capital, but the same books would be oirculab* 
ing capital in the hands of a bookseller. 

(2) In the case of an isolated transaction of purchase 
and sale of property, the motive of the owner will decide 
whether the receipt is a capital receipt or a revenue receipt. 
If the property is held as an investment, the receipt from- 
its sale is a capital receipt. On the other h md, if the 
property is held for the purpose of selling it at a profit, its 
sale proceeds are a revenue receipt, because the transaction- 
is in the nature of trade. Thus, the sale proceeds of shares 
and securities would be a capital receipt if the seller is an 
ordinary investor realising his holding, but it would be a. 
revenue receipt if he is carrying on speculation in shares 
and securities. 

(3) Where a receipt is in substitution of a source of 
income, it is a capital receipt ; but where it is in substir 
tution of the income alone, it is a revenue receipt. Com¬ 
pensation received by an employee from his employer fo.r 
the termination of his service-^ is a capital receipt (though 
now taxable!, because it is in replacement of the source 
of income itself, namely the ^employment; but a gmtuity 
received by an employee from his employer in consideration# 
pf his past services is income, as it is by way of additional 
* remuneration. 

(4) Where a sum is received for the surrender 61 
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'Oerbain rights under an agreement, it is a capital receipt, 
tieoause a capital asset (/. tf., the rights) is given up ; but 
where the sum received is in the nature of compensation 
’for loss of future profits, it is a revenue receipt A lessor 
received a sum of Rs. 1,00,000 in payment of royalty on 
the abandoned coal when the lessee ceased to work the 
mine. The payment was expressly provided for in the 
lease. The sum being in lieu of future profits is income. 

(5) The nature of a receipt is determined entirely by 
its character in the hands of the recipient, and the source 
from which the payment is made does not affect the ques¬ 
tion at all. Where an amount is paid out of the payer’s 
•capital, but the receiver receives it as income, the receipt 
is a revenue receipt. If the proprietor of a newly-start^ 
business, pays the salaries of his employees out of capital, 
'the salary in the hands of an employee is a revenue rec-eipt, 
because he receives it as income. 

(6) The fact that a particular receipt is a lump sum 
receipt does not mean that it is always a capital receipt. 
There is no magic in the distinction between a lump sum 
and a periodic sum. A revenue receipt is not necessarily 
recurring, nor a capital receipt necessarily single. A single 
receipt may be an item of income e. a year’s salary 
received in one lump sum), and an annual receipt recurring 
over a number of years may be a capital receipt (e. g , sale 
proceeds of a capital asset received in instalments). 

Illustrations 

(1) A company carried on business as manufacturers of 
Itreclay goods and was the lessee of a fireclay fi^ld, part of which 
ran along the lines of a railway company. The railway company in 
order to prevent the working of the beds of fireclay adjacent to the 
^railway lines paid a lump sum to the manufacturing company. 
This is a capital receipt being a payment for the destruction of a 
capital asset. 

( 2 ) An electric supply company undertook to supply clectri- 
•city to Government in certain areas on condition that the Govern¬ 
ment paid a part of the capital cost of constructing the new supply 
lines, which were regarded by the company as unremunerative and 
-would not have been undertaken but for the Governa.ent’s agreeing 
to contribute to the capital cost. 'The contribution received from 
the Government towards the capital outlay 11 a capital receipt. 

(3) A and B, two rival companies, entered into a pooling, 
agreement by which they bound themselves to work in friendly 
alliance and to share the profits sfnd losses of their business ip 
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conformity with the agreement. B desired later to cancel th« 
agreement but A refused to consent to the cancellation unless be 
was paid a compensation. The compensation received by A is a 
capital receipt, being in replacement of his future rights in the 
agreement. 

(4) An individual obtained a license from the Governments 
for an electric undertaking which he started and after some time- 
sold as a going concern to a limited company. It was found that 
from the beginning his intention was not to work the license him¬ 
self but to sell the whole business as a going concern at a profit. As 
the project was an adventure in the nature of trade, the sale 
proceeds were a revenue receipt. 

( 5 ) A money lender takes over land from a debtor in satisfac¬ 
tion of a debt, and keeps it for a period of time duiring which the 
income and expenses of the land are not brought into his business 
accounts. When this land is sold, the sale proceeds are a capital 
receipt, because the land was treated as a capital asset. But if he 
treats the land as a part of the capital of his money-lending business 
and brings the income and expenses of the land into his business 
accounts, the sale proceeds of the land would be a revenue-receipt. 

( 6 ) A company insured its business covering its plant and 
machinery against loss or damage by hre and the consequential loss 
of profits caused by the stoppage of business. Insurance moneys 
received in respect of the loss or damage of plant and machinery 
are a capital receipt, but the amount received for the loss of profits 
is a revenue receipt, because the former is in replacement of a 
capital asset and the latter in replacement of income. 

( 7 ) Insurance moneys received in payment of life policies are 
a capital receipt where the policy is meant to compensate the life 
insured or his family, because one's life is a capital asset. But it 
might be that a company has an employee whose services are valu¬ 
able and in order to secure itself from loss of his services conse¬ 
quent on his death or disablement, the company takes out a policy 
for its own benefit^covering the death or injury of the employee. 
The insurance amount received in such a case is a revenue receipt 
as it is in replacement of income that would have been earned had 
the employee been alive. 

( 8 ) If a railway passenger meets with an accident and either 
dies or is permanently disabled, any compensation received from 
the railway company is a capital receipt, being in replacement of 
a source of income i. e., his life. On the other hand, if he is disabled 
only for a temporary period during which he loses his earnings, the 
compensation received in respect of such loss is a revenue receipt, 
because it is it^ replacement of the income alone. 

(9) A person was for several years a distributing agent of a 
manufacturing company. The agency was terminated, and a sum 
was paid to him as compensation. It is a capital receipt in tlM 
hands of the agent, being in replacement of a source of income 
namely, the agency, but it is now taxable. 

• • 4 ' , i 
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' (lo) A firm of managing agents was employed by » cotton mill 
company which went into voluntary liquidation. The company 
decided to give a voluntary compensation to the managing agenta 
for the loss of the managing agency. It is a capital receipt in the 
hands of the recipient being in replacement of a sotirce of income 
but it is now taxable. The fact that the payment was a voluntary 
one did not matter. 

(II) Damages received by an employee who is wrongly dis¬ 
missed, or a payment received by an employee in lieu of notice arc 
all capital receipts though they are now taxable. In either case a 
source of income disappears and compensation for its loss is a 
capital receipt. 

(la) If an employer pays to an employee a sum of money not 
as compensation for the termination of his services but as an 
inducement to retain his services the receipt in the hands of the 
'employee is a revenue receipt, because it is in respect of his future 
services. 

t (13' A pension received by an ex-employee is a revenue receipt 
being compensation for past services ; but a lump sum received 
in commutation of a pension is a capital receipt, being in replace- 
Inent of a capital asset, namely, the right to the pension. 
f (i 4 ) By an agreement between a director and a company, the 
director undertakes not to do any business in the same line alter 
termination of his service and in consideration of such an undertak¬ 
ing he is paid a lump sum by the company. It is a capital receipt 
♦as it is in replacement of the director's right to trade. 

(15) A company owning a chalk quarry, contracted to supply 
a purchaser with a certain quantity of chalk yearly for ten years. 
The purchaser after some time did not wish to take further delivery, 
and the company agreed to release him from his obligation in 
consideration of a lump sum payment. This is a revenue receipt 
in the hands of the company, as it is in replacement of income that 
would have been earned had the contract not been terminated. 

(16) The question whether premium (or salami or nazrana) 
received by the lessor of land from the lessee for the grant of a 
lease is capital or revenue depends upon the particular facts of 
each case, if the premium represents a consolidated payment of 
the rent in advance either iu waole or in part, it is a revenue 
tcceipt. But if the prem.utn is the consideration for the transfer 
of the lessor's interest in the land, it is a capital receipt. 

(17) A pugree (*. e., an illegal premium) received by the owner 
of house property from the tenant is a revenue receipt, as it is a 
payment of rent in advance. 

(18) An assessee firm was the managing agent of a company. 
The managing agency agreement provided that the assessee should 
act as the managing agent of th*5 company far a period of thirty 
years on a remuneration of 20 per cent on the annual net profitsr 
of the company and certain further commission if the pcofitSi 
increased. Subsequently an agreement was arrived at between 
the parties by which the assessee agreed to receive a lump sum of 
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Rs. 7,50,000 from the company in consideration of the assessee 
iigreeing to accept a flat rate of xo per cent on the annual net pro-' 
hts of the company for the remaining term of the managing agency. 
The effect of the agreement was that the assessee was paid a lump 
sum in consideration of the assessee agreeing to serve the managed 
company on a reduced salary. It was therefore held that Rs. 7,50,000 
represented remuneration paid to the assessee in advance and was 
income liable to tax ( 2 d I. T. R. JOS). 

(19) A royalty is generally the payment of a periodical sum 
for the use of a copyright, patent or mining lease. The question 
as to how far such a royalty is capital or income in the bands of 
the recipient depends upon whether the payment is made for the 
transfer of any capital rights or whether it is simply for the user. 
In the former case, it is a capital receipt ; in the latter, a revenue 
receipt. 

(20) When there is a sale of an entire business and a transfer 
of all the assets for a single unapportioned consideration, there 
cannot be said to be any revenue receipt realised on the sale of 
stock-in-trade, which is sold with all the other assets. But where 
the sale proceeds of stock-in-trade can be separately ascertained 
although it is sold in conjunction with the sale of the whole busi¬ 
ness, there will be a revenue receipt. 

(21) An annuity means the purchase of an income. It involves 
the conversion of capital into income which is liable to tax. No 
doubt the tax upon an annuity is to some extent a tax upon capital 
or an equivalent of capital and not merely upon income, but income 
includes any returns which come from a waste of capital, such as 
returns from quarries, mines, etc. An annuity payable by an 
employer is taxable as salary under section 7, but other annuiies 
are taxed as income from other sources under section 12. 

(22) The owner of a large bungalow sells it in considerattion 
of a payment to him by the purchaser of an annuity of Rs. 5 ,ooo 
for the next ten years. This annuity is a revenue receipt. But if 
he sells the bungalow to the purchaser for Rs. 50,000 to be paid by 
ten equal instalments of Rs. 5,000 each, the annual instalment 
received is a capital receipt. The seller has the right eo choose 
which of the two methods he should adopt and naturally ht should 
adopt the second method for the purpose of avoiding income-tax on 
Rs. 5,000 a year. 

( 29 ) A, B and C are partners in a firm. A retires and his shar^ 
is fixed at a sura equal to a certain fraction of the firm's profits for 
five years. The annual amount to be received by A from the firm 
would be capital receipt, being an instalment of a capital sum due 
to him. 

( 24 ) A confpany contracted to build two steamers but agreed 
to the cancellation oj the contract ih consideration of the payment 
of compensation. The compensation so received is a revenue 
receipt being in substitution of the profits the company might have 
made by the building of the steamers. Compensation received f^ 
t^ cancellation of a contract which is made in the ordinary 
ofbusiness is a revenue receipt. 
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(25) The receipt by a shareholder of his share of the assets of 
a company in liquidation is a capital receipt, and for the purpose 
of ascertaining such assets it is quite immaterial whether the com> 
pany possessed them by way of capital or profits. , But under the 
Indian Income-Tax Act, any amount in excess of paid up capital 
received by a shareholder, on the liquidation of the company, is 
now liable to tax, because such excess is deemed to be dividend. 
The position is however different in the case of a partnership. On 
the dissolution of a partnership a partner has a right to receive not 
only a share of the assets but also his share of the profits, profits 
which were his before dissolution and which do not cease to be his 
profits on dissolution and therefore the share of profits received by 
a partner on dissolution of the firm is a revenue receipt. 

(26) A person carrying on several business activities purchased 
about x5 bighas of land for the purpose of setting up a market and 
making profit. The plot was requisitioned by the military authori¬ 
ties who paid compensation for its use. The amount of compensa¬ 
tion received for the use of the land from the military authorities 
is a revenue receipt, being income derived from land. 

<27) A banking company bad advanced a loan to an ice factory. 
The loan kept on mounting up and the ice factory transferred its 
interest in the shares and assets including lands and buildings of a 
match factory in discharge of the loan. The banking company 
subsequently sold this property in bits and realised a certain sum 
which exceeded the cost price of the property. As the transaction 
was entered into by the banking company in the course of money- 
lending business, the profit made was a revenue receipt. 

(281A distillery company sold liquor in sealed bottles and to 
ensure the return of empty bottles it collected from the purchasers 
a certain sum as ^'empty bottle return security deposits'' in addition 
to the price of liquor. The price of the empty bottles was refunded 
when they were returned. The collections of the company in 
respect of bottles not returned are a revenue eceipt. 

( 29 ) The assessee, who was the governing, director of the 
managing agents of a compay, was allotted a proportionate share 
in the lump sum consideration which the company paid to the 
managing agents for reduction in the remuneration of the managing 
agents. The assessee continued to be the governing director 
although his remuneration was reduced. It was held that what the 
assessee received was a commuted amount representing the reduction 
in the remuneration and was a revenue receipt liable to income-tax 
{29 /. T. R. 238). 

(^o) The assessee had granted two mining leases on 23 rd 
December i 946 , one of which was for a period of ^o years and the ‘ 
other for 23 years. In the first jlease Rs, ia,ooo in a lump sum was 
fixed as royalty for the whole period of the lea£»e, and in the second 
a sum of Rs. 23,000 in a lump sum was fixed as royalty for the whole 
period of the lease, and both these sums had been paid to the lessor 
on x 9 th November zg 46 . It was held that on a proper construction 
of the lease, the sums of Rs. ia,ooo and Rs. 23 ,000 were consolidated 



CAPITAL AND REVENUE 


advance payments of the amounts which would otherwise be payable 
periodically for the occupation of the mines and were therefore 
revenue receipts and not capital receipts {30 l.T. R, 286) 

(31) The assessec shipped 336 bales of cloth to a consignee in 
Mauritius which, contrary to the prohibition of Government, were 
landed at Durban. As a result the assessee^s licence for exporting 
goods was suspended. As the goods were illegally taken to Durban 
owing to the negligence of the consignee, the assessee claimed 
damages from him and the matter was referred to arbitration and 
the assessee received Rs. 39,292 as damages. It was held that this 
amount was a capital receipt. The licence to export, which alone 
enabled the assessee to carry on the business, was undoubtedly a 
capital asset; the capital asset was cither destroyed or sterilised 
and what was paid to the assessee was compensation for the destruc¬ 
tion or sterilisation of this capital asset, and therefore the amount 
was a capital receipt {30 /. T. R. 63). 

Expenditure. 

The term “capital expenditure” is distinct from 
“revenue expenditure’’. The former is an expenditure 
n,ttributable to capital and is not therefore deductible from 
the trading receipts in order to compute the profits which 
are liable to tax, but the latter is deductible before arriving 
at such profits. It is not easy in any particular case to 
decide whether a particular expenditure is in the nature of 
capital expenditure or in the nature of revenue expenditure. 
Most oases raise very difficult and debatable questions and 
very many of them usually lie on the border line *, but in 
order to decide on which side of the line a particular case 
falls, it is essential to consider the nature of the business, 
the exact form of the transaction and the object with which 
the expenditure ^is incurred, and then to apply the follow¬ 
ing tests ;— 

(1) When expenditure is incurred with a view to 
bringing into existence an asset or an advantage for the 
enduring benefit of a trade, it is capital expenditure. The 
words ‘permanent’ and ‘enduring’ do not mean everlasting. 
They merely indicate that the asset or advantage acquired 
must be sufficiently durable to justify its being treated as 
a capital asset. The advantage may bo either a positive 
one {e. g., the •acquisition of a right) or a negative one (e. 
the elimination of*compctition)’. An enduring advantage 
having been gained in either case the cost of procuring it 
is capital expenditure. What is important is that thet 
expenditure must be incurred with a view to securing SbU 
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advantage which may or may not accrue. It is the object 
alone, and not the result, that counts. Thus, expenditure 
incurred in obtaining a license which is not used or in 
securing an agency which is not obtained is capital expen¬ 
diture. 

(2) A payment made by an assessee to free himself 
from a capital liability {e. g.j an onerous lease) is capital 
expenditure, while a payment made by an assessee to free 
himself from the liability to make an annual revenue pay¬ 
ment is revenue expenditure (e. a sum paid to free 
himself from a disadvantageous agency agreement or a sum 
paid to an employee in commutation of an annual pension). 

(8) The fact that a certain payment constitutes a 
revenue receipt or a capital receipt in the hands of the 
recipient is not material in detennining the nature of the 
payment from the point of view of the payer. An amount 
paid may bo a capital receipt in the hands of the recipient 
but a revenue payment from the point of view of the payer, 
and vice versa. 

(4) An item of expenditure is capital expenditure 
when it is referable to a capital asset, and it is revenue 
expenditure when it is referable to circulating capital or 
stock-in-trade. A lump sum payment made by an oil 
producing company to its agents for the cancellation of 
their selling agency is revenue expenditure, as the payment 
refers to the stock-in-trade of the company. On the other 
hand, if the payment were made for the cancellation of the 
oil concession it would be capital expenditure being refer¬ 
able to its capital asset. 

However, the principle that expenditure referable or 
connected with a capital asset is capital expenditure does 
not hold good in all cases. Where expenditure is incurred 
in merely preserving or maintaining capital assets, it is 
revenue expenditure. 

Tlie expenditure incurred for the purposes of prescjr- 
ving the capital asset of a business could properly bo 
regarded as a revenue ex|)ense only wheij there was a 
business going on and when ,tho capital asset was support¬ 
ing an actual business. 

Where a sum of money is laid out for the acquisi¬ 
tion or the improvement of a capital asset, it is capital 
expenditure ; biit if no alteration is made in the capital 
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iissefc by the payment, then it is revenue expenditure; 
being merely a maintenance of the capital asset. 

(5) Expenditure is deemed to be capital expenditure- 
when it is made for the initiation of a business, for extern 
eion of a business or for a substantial replacement of 
equipment. Initial ex^ienditure is regarded as capital 
expenditure, for it is incurred not in earning profits but’ 
in setting up the profit-earning machinery. Where a 
company purchases a capital asset in an imperfect condition 
•and reconditions it before using it for the purposes of its 
trade, the expense of reconditioning is a capital expenditure: 

(0) A payment made in consideration of the acquisi¬ 
tion of the right and opportunity to earn profits (that is, 
of the right to conduct the business), and not for the 
purpose of producing profits in the conduct of the business* 
is capital expenditure. In other words, money expended 
not for the purpose of carrying on a business, but tC 
acquire the business, is capital expenditure. Where a son 
bought his deceased father’s business at a valuation, the 
sum paid by him to acquire the right to certain contracts* 
which were part of the fixed capital of the business, was 
held to be capital expenditure. ' 

But commission ywiid or other expenditure incurred 
to secure a contract or an order in the ordinary course of 
the business (?arriod on by a trader is revenue expenditure. 

i 

Illustrations 

(1) A person, in part satisfaction of a debt due to him, 
accepted the transjfer of a colliery which was held upon a leased. 
Thereafter he had to pay arrears of unpaid rent which had accumu¬ 
lated prior to the transfer and of which he was unaware at the date 
of the transfer. The arrears of rent paid were held to be a capital 
expenditure. A sum overpaid by him for the colliery cahnot bte 
treated as a revenue payment. It is a sum which was payable by 
him for the acquisition of the colliery and not a sum paid by hiitl 
for the working of the colliery. 

(2) The managing director of a chemical company went tb 
England and America to study the development in chemical indus¬ 
try in those countries and to establish co operation between Indi^ 
and those countries. The company voted a sum of Rs. 25,000 foe 
his expenses. Certain definite benefits were derived by the company 
from his visit, namely the prestige of the company was enhanced 
jknd*it received publicity; there was improvement in the nianufactu- 
ring process and the development of research ; and the manufactii- 
irtn^ activities of the company were increased as a result of infer* 



INCOME-TAX 


*56 

raation collected by him, The amount paid to the managing 
director was held to be a revenue expenditure. In every case 
where a businessman expends money with a vic^ to derive 
benefit for his business, the expenditure is not of a capital nature, 
c. g., a business giving bonus to its employees to earnnheir goodwill 
and to make them work better. The company had sent its managing 
director abroad to improve its prospects, and the result of the 
expenditure was to increase the profits of the company. 

(3) A firm of five partners started a wholesale business in 
piecegoods m September i 94 o. In October 1942 two of the five 
partners retired from the firm and the three remaining partners 
thereafter carried on the business under the same name, but as a 
new firm. Each of the two outgoing partners was paid a certain 
sum for his share of the assets and profits of the old firm up to the 
date of dissolution as the result of an arbitration award. The 
settlement was subject, however, to a reservation of the rights of 
the two retiring partners in respect of certain forward contracts 
for the purchase of piece-goods from abroad that had already been 
entered into by the old firm but the deliveries under which had 
not been effected. In September 1943 the new firm took delivery 
of the goods and sold them at a considerable profit. In accordance 
with the direction of the arbitrators the new firm paid to the two 
old partners a sum of Rs. 18,911 in respect of their interest in the 
goods and their share of profits realised by the sale of the goods. 
The payment of Rs. i 8 , 9 ii by the new firm was he’d to be a 
revenue expenditure, because it was really the price paid by the 
new firm for the acquisition of the goods which formed the stock- 
in-trade of the business. 

( 4 ) Expenditure incurred in the registration and rc-registra- 
tion (renewal) of a trade mark is a revenue expenditure. A trade 
mark endures for a period of seven years only, after which a fresh 
registration has to be made. Therefore it does not possess the 
permanency which is required to make the expenditure a capital 
expenditure and to bring into existence a benefit of an enduring 
nature. 

( 5 ) When the services of a director, agent or other employee 
are terminated not on personal grounds but on the ground that it is 
not in the interest of the employer to keep them, a sum paid as 
compensation is a revenue expenditure. A sum paid by a company 
fto a retiring director in consideration of his agreeing not to compete 

with the company was held to be a capital expend’ture, because by 
buying off potential competition the company had improved the 
..value of its goodwill and thus had brought into existence an advan^- 
^tage for the enduring benefit of its trade. 

But in C. 1 . T. V. LaTiofy firos. Ltd. (decided on 15th January 
e95i) the Calcutta High Court has held otherw,ise. In this case the 
, assessee was a private limited company and carried on business as 
dealers in petroleum and mo.bil oil. It was also the sole agent of an 
.oil company for the distribution of kerosene oil in a particular 
„ area. Prior to the taking u,p of this business, it was run by a joiqp 
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family. By an agreement between the joint family and the assesses 
it was agreed, inter alia, that the assessee would pay Rs. 
annually to the joint family on the understanding that during the 
pntinuance of the agreement the joint family either directly or 
indirectly in its own name or in the benami name of anybody else 
should not participate in any business in petrol, mobil oil, and. 
kerosene oil with the oil company within a particular area without 
the consent of the assessee obtained in writing. It was held that 
the sum of Rs. 2,100 was a revenue expenditure as it was paid for 
the purpose of the business and with a view to keep a competitor 
out of the area in which the assessee was carrying on its business; 
and as it was not paid for acquiring any asset of the business. 

(6) Expenditure incurred in securing the supply of raw 
materials for a long period is a revenue expenditure, as it relates- 
to circulating capital. 

, ( 7 ) Compensation paid to directors, managing agents and 
other employees on termination of' their services is a revenue 
expenditure, being in replacement of future revenue payments. 

(8) A brewery company spent money on publishing antit 
prohibition literature just before an election in which the issue was 
whether there should be prohibition or not. The expenditure so 
incurred is a capital expenditure as its object is to secure an 
enduring benefit. 

( 9 ) A company made annual payments for trucks under a 
hire-purchase agreement extending over a period of years. Each 
annual payment should be disintegrated and that part of it which 
represented rent was a revenue expenditure, while the balance of 
the sum which represented the payment of the price towards the 
eventual purchase was a capital expenditure. 

(10) A company carrying on business as exhibitors of cinema 

pictures owned certain cinema houses and took leases of others for- 
the purpose of their business. It advanced Rs. xo,ooo to another* 
company which was proposing to build a cinema house, upon an 
undertaking given by the company that the former company would, 
have lease of the The financial position of this other 

company was unsatisfactory and the cinema house was never built. 
The advance of Rs. 10,000 became totally irrecoverable. As the 
sum Was not paid as salami for the lease but was an advanpe pay¬ 
ment of rent under the lease which was to come into existence it- 
was held to be a revenue expenditure. 

(11) Litigation is often conducted by businessmen in order 

to maintain, preserve or defend an existing right or title to pro* 
perty, or to prevent the invasion of such right in future. . L^^l 
expenses incurred in such litigation do not create a new capital asstt 
but are incurr^ in the ordinary course of preserving or maintaining 
the assets of the bt^iness. Such expenses are therefore a revenue 
expenditure. ^ 

. (X2) A company contracted for the construction and purchase* 

of a new ship. As there was a heavy slump in the trade and there 
\^s no prospect of working the ship at a profit,. the companr|r 
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sought and secured the cancellation of the contract on payment to 
the builders of a sum of Rs. 2,00,000. The amount of Rs. 3^00,000 
so paid is capital expenditure because it has been paid by the 
company to free itself from a capital liability. 

(1 3 ) A person was carrying on the business of rtinning motor 
buses on hire. He entered into an agreement with the Tehri- 
Garhwal State, under which, in consideration of a sum of 
Rs. 10,000 payable annually as nazrana, the State agreed to give him 
a monopoly right of plying motor vehicles on hire on a certain road 
for carrying passengers and goods for a period of fi\ e years. He 
was entitled under the agreement to a reduction in the annual 
payment, if the road remained impassable for a certain number of 
days in any one year. Before entering into the agreement, motor 
vehicles could be run on the road only on payment of a tax of 
Rs. 10 per trip per motor vehicle. In a particular year the road 
was not in a motorable condition for several months and he Ivid to 
pay only Rs. 5,000 to the St^te. It was held that the sum of 
Rs. 5,000 paid under the agreement was a revenue expenditure, 
because it had been incurred in earning profits. 

(1 4 ) Where a manufacturer of bricks obtains certain lands 
on, short-term leases for the purpose of digging out earth for 
making bricks and the whole intention of the agreement is to 
procure earth for the purpose of manufacture and not to acquire 
any interest in land, the consideration paid by the manufacturer 
to the owners of the lands is a revenue expenditure, for in such a 
case the payment is the price of the new material and the expendi¬ 
ture does not bring into existence any asset or advantage of an 
enduring nature. On the other hand, where the lease of the brick¬ 
fields is for a long period and it also confers cultivating rights or 
other substantial interest in the land, the premium paid for such a 
-lease would be a capital expenditure. 

Losses. 

Section 10 (1) enacts that an assesseeds liable to pjiy 
tax in respect of the profits of any business carried on by 
him. No where in the Act is the method of computation 
of the profits of the business laid down and all that section 
10 (2) enacts is that the profits should ho computed after 
making the allowances enumerated in that auh-section. 

The liability to pay income-tax in respect of a busi¬ 
ness is only on the profits of the business. It is well 
•settled that profits should be ascertained by ordinary 
commercial principles. Tlj^e legislature, af€er specifying 
the permissible deduction in section 10 (*2), has left the 
determination of the profits to be made in accordance 
with the principles well understood by business people. 
‘That is the reason why the revenue or trade losses to 
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'set off against the profits of the year are not specifically 
mentioned as an allowance. 

It is not possible to give a precise definition of a 
capital loss and a revenue loss. A revenue loss is a loss 
of some revenue receipts or a loss of stock-in-trade or a 
loss incurred in the course of the business and as incidental 
to it. It should not merely be connected with the business, 
but it should really be incidental to the trade. Any loss 
which if not a revenue loss would be a capital loss. 

What is it that makes the misappropriation or the 
interception of the funds of the .assossoe by a subordinate 
a trade loss ? 

It is the employment of subordinates and the necessity 
to employ them and to entrust them with various duties 
including collection of moneys that makes the loss a loss 
arising in the course of the business. The trade cannot be 
carried on without the employment of the servants and it 
is impossible to carry on the trade without reposing confi¬ 
dence in them. If, taking arlvantage of the situation in 
which they are placed and of the (jonfidonce reposed in 
them, they pocket a portion of the funds and intercept 
them without allowing such funds to raaoh the till, it 
follows that the loss incurred by such embe/iZlement is a 
loss in the course of the trade. 

If, how"e%'Br - and this is the line of demarcation— 
the funds reach the till, and the moneys get home to the 
person entitled to their custody and control, and if there¬ 
after the funds are lost either by theft or by embe/zlement, 
such loss is alMgether outside the trade and the course of 
the business. 


Illustrations 

(i) A loss of stock-in-trade by fire or by ravages of white 
•ants or by theft is a revenue loss, but the loss arising from the 
destruction of a capital asset is a capital loss. 

(a) The loss caused to a business by reason of defalcations 
hy an employe;^ is a trading loss and the assessee is entitled to claim 
the amount of the loss as a permissible deduction. This deduction 
is permissible as li trading loss* and not as expenditure under 
section zo (a) (xv), because it is not expenditure. If embezzled 
fnoneys which have been treated as a revenue loss in any year are 
^subsequently recovered, they should be brought in as a revenue 
fcceipt in the year of recovery. 
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When loss by embezzlement by employees is claimed as ^ 
deduction, the material date is not the date when the embezzlemeat 
took place but the date when the loss is caused. So long as thef^* 
is any possibility of the money being recovered from the employee 
who has embezzled the money, there is no loss to the»assessec. It. 
is only when it is clear that the money cannot be recovered that the 
loss is caused (27 /. T. R. 700 ). 

is) Once the revenue receipts have found their way into the 
till, they become part of the capital of the business. Therefore 
when a trader is robbed of his cash by a stranger to the business 
e. g., where dacoits enter into his office and rob the cashier of his 
cash or where money is stolen from his employee who is carrying 
it to the bank, the loss is a capital loss. 

( 4 ) Shortage in cash in a money-lending business found on 
making up the accounts of the day is a revenue bss because cash in 
a money-lending business is stock-in-trade. 

( 5 ) A theft committed by an employee during usual business 
hours is revenue loss, being incidental to the trade; but a theft 
committed by an employee who breaks into the shop after office 
hours stands on the same footing as a theft by a stranger and is 
therefore a capital loss. 

(6) A loss arising from a payment made in advance to an 
employee is a revenue loss if the advance was made with reasonable 
business prudence. But where the managing director of a company 
was allowed to overdraw on account of the commission payable to 
him, any loss resulting from such overdrawing would be a capital 
loss, because the financial indulgence shown to him by the company 
could not be said to be consistent with any trading interest of the 
company. 

( 7 ) A deposit made by a person with a manufacturing' 
company to secure for himself an appointment as an agent of the 
company is capital expenditure. If this deposit ii^ lost through the 
insolvency of the company, the loss would be a capital loss. 

(8) A loss incurred on the sale of capital assets is a capital 
loss, but a loss on the sale of stock-in*trade is a revenue loss. 

(9) The assessee had a munim who held a general power of 
attorney for the general conduct and management of the asscssce^s 
business at Bombay and other places. The munim withdrew from 
the b'ank account of the assessee five sums of money amounting to 
Rs. 2,90;63 o which he misappropriated. The assessee sued the 
munim for the amounts withdrawn and obtained a 'decree. After 
giving credit for the amount realised by the execution of the decree 
and adjusting certain other amounts towards salary, etc., the 
assessee wrote off the balance of Rs. 2,02,442 and claimed it a$ an- 
allowance under section 10 (2) (xv). 
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It was held that whenever the moneys of the business of the 
^sessee were credited in his bank account they must be deemed to 
nave reached him, and therefore the loss resulting from the mis¬ 
appropriation of the munim by operating on the account could not 
regarded as a loss in business and was notan allowable, deduc- 
^n under section lo (a) (xv) or under the general principles of 
determining the profit or loss of the asscssec. The mere fact that 
•de munim was able to withdraw the money by reason of his being 
a subordinate was not sufficient to put the misappropriation on 
•tue same footing as a loss in trade. 



CHAPTER 4 

INCOME EXEMPT FROM TAX 

Income exempt from tax under the Act aro of two 
kinds. Certain incomes are not only exempt from tax 
but are also excluded from the total income. Such incomes 
are found in section 4 (1), section 4 (3), section 14 (1), 
section 26 (3), section 26 (4) and in the notification issued 
under section 60 of the Act. 

Certain incomes are exempted from tax but they are 
to be included in the total income. Such incomes are 
given in the first proviso to section 7 (1), second and third 
provisos to section 8, section 14 (2),(8), (4) and (6), section 
15, section 15 B, and section 15 C, which are expressly 
declared by section 16 (1) (a) to be includible in the total 
income. It means that the total income of an assessee 
is not necessarily wholly subject to tax, for it may include, 
incomes which are exempt from tax but which are included 
for the purpose cf determining the rate of tax applicable 
to the chargeable income. 

Where the Act grants exemption from tax in respect 
of a certain kind of income, that income does not form part 
of the total income unless there is some other provision of 
the Act making it includible in the total income. {C.I.T, 
t;, N. M. Raiji). 

(A) Incomes exempt from tax and excluded from total 
income. 

(0 Section 4 (3) exempts certain incomes from tax 
and excludes them from the total income of the person 
receiving them. Here the word ‘receiving’ means not only 
actual receipt but also what is deemed to'be received 
under the Act. The onus *of proving tthat a particular 
income is exempt under this sub'seotion is on the assessee. 
The incomes exempted from tax under section 4 (3) are as 
follows:— 
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(0 Income derived from property (any kind of 
property including a business) held under trust or other 
legal obligation for a religious or charitable purpose such 
.as education, medical relief, relief of poverty or any other 
object beneficial to the general public. If it is a religious 
purpose, it should not relate to a private religious endow¬ 
ment. Certain conditions are prescribed for the application 
of this exemption. They are ; ~ 

(a) The income must be wholly applied (or if not 
jictually applied during the year it must at 
least have been accumulated for application 
in subsequent years) for religious or charitable 
purposes. 

(^) The charitable purpose should normally relate 
to something done within India. However, 
where the funds of a charitable trust are 
applied outside India, the Central Board of 
Eevenue is empowered to grant exemption 
(a) if the charitable trust was created before 
1st April 1952 or (^) if the trust was created 
after 1st April 1952 but its funds are used for 
objects of international welfare in which India 
is interested, such as approved schemes of. 
medical research. 

w If the income is from a business carried on on> 
behalf of a charitable institution the income 
will be exempt only when it is applied solely 
to jihe purposes of the institution and when 
either the business activities are in themselves 
the primary purpose of the institution or the 
work in connection with the business is carried- 
on mainly by the beneficiaries. An example 
of this is ail industrial school manufacturing 
aud selling furniture in which the students 
themselves carry on the work. I 

It shoqjd be particularly noted that the exempt,, 
income is liable to tax when it. is diverted to any other 
numose or ceases Ibo be set apart for religious or charitable- 

purposes. f e ' 

’ (//*) Omitted by the Amending Act of 1953, 

1(1//) Income of a religious or charitable institution. 
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derived from voluntary contributions. This is exempt only 
^hen it is applicable to religious or charitable purposes. 

(/>) Income of local authorities. The profits made 
■by a local authority from the supply of commodities or 
services outside its jurisdictional area are however taxable. 

(v) Interest on securities held by a provident fund 
governed by the Provident Funds Act of 1925. 

(w) Any special allowance or benefit (not being an 
■entertainment allowance and not being a perquisite taxa¬ 
ble under the head salaries) specifically granted to meet 
expenses of the duties of an office or employment of profit, 
Jo the extent to which such expenses are actually incurred for that 
purpose. 

Travelling allowance, conveyance allowance and 
sumptuary alowance are examples of this exemption. 

This exemption applies even though there is no 
relation of employer and employee. In order that this 
exemption may available, the following conditions must 
be satisfied :— 

{a) The allowance or benefit must have been speci¬ 
fically granted to meet expenses to be incurred 
by the employee or the other person in the 
performance of his duties ; 

(^) The expenses must have been incurred wholly 
and necessarily in the performance of such 
duties ; and 

(r) The actual amount of expenses incurred (which 
alone is eligible for the exen^tion) must bn 
proved by the assessee. 

This provision is intended to check the abuse of 
persons getting large tax-free allowances which are really 
an additional source of income to them. Where the 
specific allowances are reasonable with reference to tho 
nature of the duties performed by the assessee and are not 
unduly high compared to the remuneration received by 
him, the Income-Tax Officer may not call for details of 
expenses actually incurred by the assessee with a view to 
disentitle him from the exemption to some extent. 

Entertainment allowance, received by an employee 
or any other person is, therefore, no longer exempt.- It 
should be included in the income of the recipient, 

A salaried employee, who is in receipt of an ^nt^r- 
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tommant allowance, is however entitled to a deduotioa frorii 
his salary income on account _ of entertainment aflownM 
if bt bad bm regularly receiving K from hs present emplajer t^ 
to ist April 19 }}. The amount of deduction from salary 
on account of entertainment allowance is limited to one- 
fifth of the salary (exclusive of any special allowanM, 
benefit or perquisite) or Es.V.SOO whichever is less, the 
mount to to deducted not to exceed the actual amount 
of the entertainment allowance in any case. . „ 

There may be persons whn are m reoeipfe of an 

entertainment allowance though they are_ 
employees (e. g , directors of companies). In their Ca^» 
the entertainment allowance will be taxed as income from 
other sources ; but in practice a deduction up to a maxi¬ 
mum of 20 per cent of their emoluments (such as fetors 
fees etc.) or Rs. 7,600 whichever is less will be giVec, 
pro’kded there is reason to believe that some expenditure 
Eld been incurred out of the allowance for the 
of the grantor of the allowance and provided further that 
the allowance was continuously received as a matter of 

course up to Ist April 1955. ^^ 00 . 010 . 

(via) Before the assessment year 19o5-56, passage 

money ei^n by the employer in cash to his employee for 

Sing^on leave abroad with his family to cover the pas^ge 

SpeLes was taxable in the hands of the employee, but J 


3 exempwu u uuo -. 

(a) That the recipient employee is not a citizen Qt 

(h) That the* employee (and his family) are proc^ 
ding abroad on leave to their home country and 
not to any other foreign country 5 and . : ' 

(c) That the exemption is covered by the rules fiaad© 

^ ^ hV the Central Government for the purpose. ^ 
(vii) oiual income. The word casual can only be 
applied, to accidental; or iortuitous 
3iout stipulation, contract, 

inuBt be in the nature of an^ unforeseen windfall like wie 
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finding of an article of value, or money won in a bet or 
the getting of an unexpected gift or legacy. The following 
receipts are not casual income : 

(a) Receipts arising from business or the exercise of 
a profession, vocation or occupation ; 

(h) Receipts which are not of a casual and non¬ 
recurring nature ; and 

W Receipts which are by way of addition to the 
remuneration of an employee. 

Aduenfure in the nature of trade. This question must 
be examined with reference to section 10, section 2 (4) and 
section 4 (3). Section 10 provides that the tax shall be 
payable by an assesses in respect of the profits of any 
business carried on by him. The term “business” is 
defined in section 2 (4). Section 2 (4) states ; “Business 
includes any trade, commerce or manufacture or any 
adventure in the nature of trade, commerce or manu¬ 
facture.” Reading section 2 (4) in the context of 
section 10, it is clear that not only income derived from 
trade, but income derived from any adventure in the 
nature of trade is also treated as business income and is 
therefore taxable under section 10. 

Clause (vii) of section 4 (3) provides for the exemp¬ 
tion of receipts of a casual and non-recurring nature, but 
at the same time enacts that if such receipts are receipts 
from business they will be treated as business income. It 
provides by implication that any casual receipt from trade 
or from an adventure in the nature of trade should be 
regarded as income and should be assessable to tax. 

What are the tests for determining wnether a tran¬ 
saction is to be taken as an adventure in the nature of 
trade ? It is not possible to give a categorical answer to 
this question. The answer depends very much upon the 
foots and circumstances of each case. However, in decid¬ 
ing this question the following factors must be taken into 
consideration : 

(l) What is the character of the goods bought and 
sold ? Is it one that gives aesthetic pleasure 
or a pride of possession ; or js the character 
of the goods such that they must needs be 
sold and they cannot be possessed or enjoyed 
by the assessee ? A man may buy a hopse, 
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a book or a piece of land. They may be foi? 
use and enjoyment by himself. If a man 
buys a court decree from the deoreeholdery it 
is impossible to say that the subject-matter 
of purchase is for use and enjoyment. 

(2) The scale of the transaction is a material factor. 

If a man goes into ^e market and buys a 
large quantity of a ceiNain commodity, it 
would not be natural and reasonable to suppose 
that the thing purchased was for personal use. 

(3) The motive or intention in entering into the 

transaction is a proper matter for consideration. 
One may buy a thing merely because itis ^ing 
cheap with the remote intention of maldng a 
proht at an opportune time. In such a case 
he may not be plunging jnto the waters 
trade. 

(4) The relation of the particular transaction to the 

ordinary business of the assessee is a proper 
element to be taken into account. If it is 
clearly connected with the assessee’s normal 
business, it would then be manifestly stamped 
with the qualities of trade. 

(6) Is the receipt arising out of the transaction in. 
the nature of a windfall, of a casual and non¬ 
recurring nature and not arising from any 
business or trade f If a man draws a prize 
at a lottery or makes a profitable bet or wins 
d prize in a crosswords competition, the receipt 
can scarcely be described as arising from 
any business. 

(6) Is it an investment, i. e., is the money laid out 
in buying a thing expected to fetch a regular 
periodical income ? A lawyer may buy shares 
in a company. There would be no presump¬ 
tion in such a case that the shares were 
purchased with the sole object of reselling at 
a profit. 

It is true that a consideration of all these questions 
may not he necessary in deciding a partioulai? case. A. 
clear answer to one or other of the questions thus raised' 
'daay be decisive in some cases. :hr » ' 
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Casual receipts not arising from a business, profes¬ 
sion, vocation or occupation and not being by way of an 
addition to remuneration are exempt from tax. But an 
income accruing to a person by virtue of sonfe service 
rendered by him is taxable. Thusj commission earned by 
the directors of a company for their guaranteeing the 
company’s overdraft with a bank, though casual, is an 
emolument for services rendered. Similarly, a receipt by 
ailawyer of a large sum of money from a third party (other 
tiian his client) who had been benefitted inoidenta7Jy by 
the services rendered by the lawyer to his client, though 
casual, is one arising from the exercise of a profession and 
hence taxable. 

l On the other hand, when a receipt comes by way of 
a gift to a person for personal reasons, though he may be 
exercising a profession, it is a casual receipt. It would 
stand on the same footing as an income acquired by a 
person who wins a prize in a lottery. 

' In the following cases the income is nof a casual 
income, because it either arises from a business, profession, 
vocation or occupation or it arises from an adventure in 
the nature of trade 

(1) The assessee, a retired judge of the Madras 
High Court, agreed to serve as an arbitrator for inquiring 
into and reporting about a dispute which had arisen bet¬ 
ween two district boards. The Government agreed to pay 
him for the work a lump sum of Es. 3,000. This receipt 
is not casual income, as it arose from the exercise of the 
occupation of an arbitrator by the asses^e. It is not 
necessary that the person exercising the occupation should 
be of the said occupation already. 

(2) The assessee, a company formed with the object, 
inter alia, of purchasing, clearing and improving of 
oatates and the cultivation and sale of tea, coffee etc., in 
Buoh estates, purchased a tract of land, part of which had 
already been cultivated with tea and the rest of which was 
a jungle capable of being - cleared and made fit for planta¬ 
tion. The company began clearing the jungle of trees in 
order to. make the land fit for' oultivalaon and stocked in 
jthe estate r the ir^a that were out Subsequently, * 
.i(K3(cbipany entered into an agreement with a timber mer- 
^^nt for clearing the rest of the jangle of all trees ehd ' 
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for Bale of the timber in the market. The trees that ware 
cut by the company and by the timber merchant were 
transported to a place which was a centre of timber trade 
and sold in the open market. The profit, made-frorn the 
Bale of timber is not a casual income, A receipt of money 
which is kaown, foreseen, anticipated and • worked for in 
the course of carrying on a business is not a casual receipts 

(3) A is a money-lender. If his debtors are unable 
to pay, he accepts movable and immovE^ble propejlsies m> 
satisfaction of his debts. He so accepts a piece) of land 
and sells the same later on at a profit. 

( 4 ) A is a cotton merchant. During a crisis in the 
cotton market he is appointed to wind-up the affairs of 
a cotton firm and receives a commission for his services. 

( 6 ) A was once a cloth merchant which business 
he had given up. He successfully negotiated the sale of 
certain cotton mills and received a commission. 

( 6 ) A, a layman, finances a litigation by advancing 
loans to a suitor with a stipulation for the return of the 
amounts advanced with a lump sum profit on the success¬ 
ful termination of the suit. 

( 7 ) A, a layman, purchases a large plot of land, 
divides it into smaller plots for building sites and sells 
them at a profit. 

( 8 ) A, a money-lender, purchases a large quantity 
of gold and finds the necessary funds for this purpose by 
withdrawing his fixed deposits before maturity and also by 
borrowing. He then sells the gold at a profif, 

( 9 ) Am insurance agent pbtains a money prize for 
having produced the highest |[usiness for the insurance 
company of which he is the agent. 

( 10 ) A gratuity paid to the secretary of a company 
for additional services rendered in connection with a sale 
of the company’s share. 

(11) A receipt of interest which is foreseen andf 
anticipated cannot be regarded as casual income even if Ife 
is not likely to recur again. That which reaches the hand? 
of the recipient as interest ppon a principal sum is inooraa 
liable to tax, *hotwithstanding that it may come to him'im- 
a single sum and as the result of a hostile suit. ■ 

" ' In the following casea the income is a casual inOome, 
because it neither -flows ironi a business ox profesiiog 
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does the transaction constitute an adventure in the nature 
of trade:— 

(1) A merchant dealing in hides agreed to act as an 
arbitrator in settling the difierences amongst the heire of a 
nawab. He had not stipulated for, or been promised, or 
had even expected any remuneration. He was, however, 
paid Es. 7,000 by the Court. This is casual income, as it 
did not arise from the exercise of any profession, vocation 
or occupation. This payment was a casual gift for good 
work, when there was no stipulation to pay, or promise 
to pay or obligation to pay or an expectation of payment 
at the time the work was taken on. 

(2) A purchases a house for his own residence and 
later on sells it at profit. 

(3) A buys government securities and later on sells 
them at a profit in order to procure money for giving a 
loan to a friend. It is proved that he has been investing 
his capital in government securities for many years, and 
except for this transaction he only once before made a sale 
of government securities. 

(4) X was an employee of Y who owned a sugar 
factory. Y transferred the factory to a new limited 
company. X induced a number of persons to invest their 
capital in the company, and the directors of the company, 
in recognition of X’s services, allotted to him shares of 
the value of Es. 15,000. This gift from the directors was 
purely voluntapr and there was no previous agreement or 
understanding,' X having acted merely with*- a view to 
assisting his employer. The receipt of shares was a mere 
windfall. 

{viii) Agricultural income. Income falling within 
the definition of agricultural income (as explained in the 
first chapter) is exempt as such, howsoever and by whom* 
soever it may be received. The exemption is conferred, 
and conferred indelibly upon a particular kind of income 
and does not depend on the character of the recipient. 
Bent for agricultural land reoei-^ed from the tenants by a 
mortgagee in possession (e. g.y a usufruotua‘ry mortgagee) 
would be agricultural income, 

(ix) Income of a recognised provident fund. Under 
this head the income received by the trustees of a reoog^f 
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nised provident fund is exempt. What is a recognised 
provident fund will be explained in the next chapter. 

(x) Any income received {a) by the, Euler of an 
Indian State as his privy purse, (h) by a Consul of a 
foreign State as his remuneration from such foreign State, 
(0 by a person employed by the Consulate of a foreign 
State (not being a citizen of India) as remuneration from 
such foreign State, (d) by a Trade Commissioner of the 
Government of any part of the Commonwealth or of a 
foreign Government as his official salary, and (e) by a 
member of the staff of a Trade Commissioner as his official 
salary when such member is a subject of the country 
represented. 

(xi) Any salary of a Nepalese member of the Nepalese 
Military Force serving with the Armed Forces of the 
Indian Union or any foreign income which is brought 
into the taxable territories by any such member. 

(xii) Any income chargeable under the head income 
from property when a building is not used for business 
purposes) in respect of a building erected between 1st 
April 1946 and 31st March 1956 is exempt from tax for 
two years from the date of such erection. 

Where a person does not himself construct a new 
building but buys a new building from another, the 
exemption authorised by clause (xti) is also given to him 
under executive instructions, provided {d) the ereotio:^^^ 
the building was begun and completed within the "time 
specified above and (p) he should have acquired the 
ownership right* within the period of two years for which 
the exemption is available. In such an event the conces¬ 
sion will be available to him for the balance of the two 
years from the date on which he acquired the ownership 
right. If, for example, he purchased the building after 
the expiry of 16 months from the date of its completion, 
he would be entitled to the concession for the remaining 
nine months, the 9 months' income from the property 
will be exempt from tax in his hands. 

{xii$) Inoon^ of a^ approved scientific research 
associatioh where the income is applied solely to the 
purposes of that assooi^ion and accrues after Slst March 
1949.. 

* (xiv) The remun«|^tion of an employee of a foreign 
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concern, e.g., a technician deputed by a foreign firm to 
work in India, is exempt from tax, provided (<«) the stay 
of the employee in India does not exceed 90 in the 
aggregate, and (^) the foreign enterprise which sends himt 
out to India is not engaged in any trade or business in 
India. 

(xiva) This clause also exempts from tax the remuner¬ 
ation of foreign technicians employed by Government, 
a local authority, a statutory corporation or in any private' 
business parried on in India, for a limited period, namely : 
for the year of arrival and the next year, provided the 
foreign te6hnician was hot resident in India in any of the 
four financial years immediately preceding the year of 
his arrival. 

If such a person remains in India for 365 days or 
more, only his remuneration for 365 days in all commen¬ 
cing from the date of his arrival will be exempt, whether 
such remuneration falls in one assessment year or in two 
assessment years. 

This exemption applies only to remuneration received 
in India as a technician and not to his other income 
earned in India. 

In the case of a technician whose contract of service 
\^as approved by the Central Government, this exemption 
extends to the remuneration earned in the year of arrival 
afid the next two years. 

The term “technician” means a person having 
specialised knowledge in industrial arts aijd sciences and 
having experience in industrial practice, who is employed 
in India in a capacity in which such specialised knowledge 
and experience are actually utilised. 

" (>!v) Kemuneration received from a foreign gbvern- 

inent by persons coming to India in pursuance of ah 
agreement between the Government of India and the 
Government of a foreign State in connection with any 
co-operative technical assistance programme. 

Interest received on the bonds ^issued by thh 
Central Government undelr a Iban agfeemeht with the 
International Bank of Eeconstruction and De'^blopment;- 
This “exemption is available only lb non-residents. ; 

(xpit) Interest om3i% 10-‘^ear Treasu^ Satiil^s 
pepOsit Certificates or the mbfc^Iy phymehtfe bn the 
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IS^-Year Annuity Certificates issued by the Central ^Govern¬ 
ment. ' ' ' • i 

(xw/ d) Interest on deposits in Post Office Savings 
Bank, Post Office Cash Certificates, Post Office National 
Savings Certificates and Post Office 10-Year National 
Plan Certificates. 

(xv/V h) Interest payable by Government or a local 
authority on moneys borrowed by it from any person not 
resident in India or from any institution established outside 
India. 

ixviii) Interest on securities held by the Issue Depart¬ 
ment of the Central Bank of Ceylon. 

{xiid) Daily allowance received by the members of 
Parliament or of a State legislature or of any Committee 
thereof. 

(ji'x) Any income from interest payable outside India 
on a loan issued for public subscription before 1st April 
1938 where such interest is payable to a non-resident, but 
such income is to bo included in the total world income 
notwithstanding anything in section 2 (16). 

(xx/) Under this clause, the income of indigenous 
hillmen residing in tribal areas in Assam is exempt from tax; 

{xxi'i) Any payment made, whether in cash or in 
kind, by the Central Government or any State Government' 
to recipients of gallantry awards is exempt from tax undei* 
this clause. There are three awards for gallantry instituted' 
by the Central Government, namely, Vir Chakra, Maha 
Vir Chakra an^ Param Vir Chakra for meritorious service 
rendered by members of the Defence Services j and there 
• is also a similar award Ash ok Chakra which can be made 
to both civilians and members of Defence Services. A 
small pension called “additional pension” is usually attached 
to these awards. The State Governments also grant re¬ 
wards to the recipients of the awards. 

(2) Under section 14 (1), any sum received by a 
person in his or her capacity as a member 6f a Hindu 
undivided family out of the inoo&e of the family' Gt. oub^ol 
the income of the holder of an impartible estate, is exempt 
ftom tax. 

(3) Under section 68R, income derived from invest*- 
jikents and deposits of an approved superannuation fund isi 
exempt from tax. 
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(B) Incomes exempt from both income-tax and super* 
tax but included in total income, 

( /) Under section 14 (3), the following income of 
a cooperative society (other than a cooperative society 
doing insurance business) is exempt from tax ;— 

(a) Profits of business carried on by it. 

(h) Income from investments with other cooperative 
societies. 

(^•) Income derived from the letting of godowns and 
warehouses. 

(d) Interest on securities chargeable under section 8 
or income from property chargeable under 
section 9 where the total income of a society 
does not exceed Rs. 20,000 and the society is 
not a housing society or an urban consumers* 
society or a society carrying on transport busi¬ 
ness. In deciding whether the total income of 
a cooperative society is above Rs. 20,000, all 
items of income including the exempted cate¬ 
gories should be taken into account. 

As regards cooperative housing societies, the new 
section 9 (4) (b) provides another type of concession, 
namely, it is the individual member to whom a building 
has been allotted by the society who will be liable to pay 
tax on the income from the property, even though the 
legal ownership may be retained by the society for the time 
being. 

(/f) Under section 14 (4), no tax is payable by an 
assesses, who is a member of a cooperative society, in 
respect of any dividends received by him from the society. 

(///) Under section 14 (6), no tax is payable by an 
assesses, who is an authority constituted under any law 
for the marketing of commodities (e.g., marketing commit¬ 
tees) in respect of any income derived from the letting of 
godowns or warehouses. 

(C) Incomes exempt from income-tax (but not from 
super'tax) and included in total income. 

(/) Under the first proviso to section 7 (1), sums 
deducted by Government from the salary of a government 
servant for securing to him a deferred annuity or for 
making provision for his wife, or children, not exceeding 
one-fourth of his salary. 
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(it) Under the second and third provisos to section 
8, interest received from tax-free government securities. 

( Hi ) Under section 14 (2), share or profits from an 
unregistered firm or other association of persons on which 
tax has already been paid by the firm or the association, 

( w ) Under section 16 (1), premiums for insurance 
on the life of the assesses or on the life of his wife or her 
husband (or in the case of a Hindu undivided family, on 
the life of any male member or his wife), provided the 
annual premium does not exceed 10 per cent of the sum 
assured exclusive of any bonus additions. 

*( t') Under section 16 (1), any sum paid in respect 
of a contract for a deferred annuity on the life of the 
assesses or on the life of his wife or her husband (or in 
the case of a Hindu undivided family, on the life of any 
male member or his wife). 

*( t'i ) Under section 16 (1), contributions made by 
an employee to a provident fund to which the Provident 
Funds Act of 1926 applies. 

*( vii ) Under section 68F (1), contributions to a 
recognised provident fund ( made both by the employee 
and the employer ), provided the amount is not more than 
one-fiftb of the employee’s salary for the year or Es. 8,000 
whichever less. The salary for the year means salary as 
such excluding any other benefits which are included in 
the taxable income from salary e,g,^ rent-free house 
provided by the employer. 

*{ via ) Under section 68 F (2), interest credited on 
the accumulated hJlance of an employee in a recognised 
provident fund, provided it does not exceed one-third of the 
employee’s salary for the year and the prescribed rate of 
interest (at present 6 per cent per annum). 

*( ix ) Under section 68 E, contributions made by 
an employee to an approved superannuation fund. 

The items marked with an asterisk (i. e., life 
insurance premiums, sums paid for purchasing deferred 
annuities and coptributions to a recognised provident fund 
or an approved superannuation fund) should not exceed, in 
the case of an indiviaual, one-fourth of his total income or 
Es. 8,000 whichever is less, and, in the case of an undivided 
Hindu family, one-fourth of its total income or Es. 16,000 
whichever is less. 
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For this purpose the total income of a member of a 
recognised provident fund should include only his own- 
contributions to the fund but not his employer’s oontribu 
tions and interest on ' 'his provident fund ^Proviso to 
section 68 E). ,, . 

Important Notes 

The above-mentioned exemptions (vi) and (vii) 
regarding recognised provident funds have been changed 
by the Finance (No. 2) Act, 1957. The new exemptions 
are as follows :— . 

*( w ) Under section 68F, an employee’s own contri¬ 
butions to a recognised provident fund, provided the 
amount is not more than one-fifth of his salary for the 
year or Bs. 8,000 whichever is less. 

The provident fund contributions made by an 
employer up to 10 per cent of the employee’s salary are no 
longer included in the total income of the employee. But 
the employer’s contributions in excess of 10 per cent of the 
employee’s salary are to be included in the ernployee's 
total income and are taxable. 

*(wV) The exemption regarding the interest credited 
on the accumulated balance of an employee in a recognised 
provident fund has been withdrawn, because such interest 
up to one-third of the employee’s salary and not exceeding 
6 per cent per annum is no longer to be included in the 
total income of the employee. Any interest which exceeds 
these two limits is to be included in the, employee’s total 
income and is taxable, 

The items niarked with an asterisk (i. e., life insu¬ 
rance premiums, sums paid for purchasing deferred 
annuities and contributions to a recognised provident fund 
or an approved superannuation fund) should nqt exceed, in 
the case of an ind.ivisualJ one-fourth of his total income or 
Bs,; 8,000 whichever is less, and in thC .case of an und.ivided 
Hindu family, one-fourth pf its, total income or Bs. 16,000 
whichever is less, \ 

, , T^ neyr qhaAg®® ..coma into .iorpp* from Ast April, 
1957,for the purpose of deiductfon pf t^x at source and frpm 
^etfAp?:il 1958;fo^ other purposes. , ,, - 

(D)' Exettiiitkttr frmd tax 

received from certain companies. ' »> , y 
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Ordinarily a company laas to pay both inoome-tax 
and corporation ftax on its entire, income, including any 
dividends received by it from o^ber Companies in which 
it may hold shares » but in orde;? to encourage companies 
to invest their surplus funds in other Indian companies, 
section 56 A exempts from super-tax the dividend received 
by a company from an Indiaoi company which satisfies 
the following conditions 

(*■) That it is formed and registered after 31st March 
1962; 


{ii) That it is wholly or mainly engaged in any o? 
the following basic industries as specified in the 
first schedule to the Industries (t)evelopment 
and Kegulation) Act, 1951:— 

( 1 ) Coal, including coke and other derivatives'; 

(2) Iron and steel; 

(3) Motor and aviation fuel, kerosene, crude 

oils and synthetic oils (not being oil 
exploration) ; 

(4) Heavy chemicals including fertilisers ; 

( 6 ) Heavy machinery used in industry including 
ball and roller bearing and gear wheels 
and parts thereof, boilers and steam 
generating equipment; 

( 6 ) ^michinery and equipment for the genera¬ 

tion, transmission and distribution of 
electric energy ; 

(7) Non^errous metals including alloys ; 

( 8 ) Paper including newsprint and paper board; 

(9) Internal combustion engines ; 

(10) Jpower driven pumps ; 

( 11 ) Automobiles; 

(12) Tractors; 

(lj3) Cement; , 

'14) Hleobr^c motors; 

(16) Locomoriyes \ 
fl 6 ) lulling atpokj 
fl7> Maohw© 

(l8) Agricultural iinplepuents 9 
'f9> J’pjrrQ-p[iang?»nes©>; and , i 
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(jii) That it satisfies the conditions under which the 
exemption provided by section 16C (as explain¬ 
ed in chapter 7 ) relating to new industrial 
undertakings will be available. 

These conditions are that the undertaking started 
by the Indian company should be entirely new, 
i. e.y it should be one which is not formed by 
the splitting up or reconstruction of a business 
already in existence or by the transfer to a new 
business of building, machinery or plant used 
in a business which was being carried on before 
1st April 1952. Further the number of persons 
employed should be more than ten in a manu¬ 
facturing process carried on with the aid of 
power, or more than twenty in a manufacturing 
process carried on without the aid of power. 
This last condition will obviously be satisfied in 
the case of all companies engaged in the indus¬ 
tries referred to above. 

This exemption is also extended to cover dividends 
in respect of fresh capital raised by existing Indian compa¬ 
nies engaged in the industries specified above, after 28th 
February 1953 by public subscription. 

Distinction between section 56A and section 15C. 
Section 15C provides certain benefits relating to the taxabi¬ 
lity of the income of new industrial undertakings ; but 
section 56A is an additional and distinct benefit in the 
following respects :— 

(<?) Under section 15C (4), all shareholders of a new 
company in whatever industry it is enagaged 
get the benefit of exemption from super-tax on 
dividends attributable to a profit equal to 6% 
on the capital employed by the company. Under 
section 56A, there is complete exemption from 
super-tax, provided the share-holder is itself a 
company and the new company is engaged in 
one of the basic industries. 

(b) The benefit of sectiou 150 (4) i*s available for 
income-tax also ; bu|' seotibn 56A [does not 
extend to income-tax. , 

(r) The benefit of section I60f4) is available for five 
assessment years next following the previous 
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years in which production begins. There is no 
time-limit for the benefit of section 66A, 

(E) Charitable Donations. 

Under section 16B, no tax is payable by an assessee 
in respect of any sum paid by him on or after 1st April 
1953 as donation to any institution or fund established 
in India for a charitable purpose, the income of which is 
exempt under clause (i) of section 4 (3) and which satisfies 
the following conditions :— 

(i) That it is not for the benefit of any particular 
community; 

(//) That it is under a trust, or is a registered 
company or society, or is a university or a 
recognized educational institution, or is run 
by Government or a local authority ; and 

(///) That it keeps regular accounts. 

This exemption is admissible only when the aggre¬ 
gate amount of donations paid (0 is not less than Rs. 260/- 
and ('/) is not more than Rs. 1,00,000 or l/20th of the 
total income of the assessee (as reduced by any portion 
thereof exempt from tax under any other provisions of the 
Act, e^. earned income relief, life insurance premia, etc.) 
whichever is less. 

Except in the case of companies this exemption is 
admissible both for income-tax and super-tax. Comiw.nie8 
can claim exemption only for income-tax. 

The amount of exempted donations is to be included 
in the total income of an assessee, and the amount of tax 
relief thereon is ^o be worked out at the average rate of tax. 

The amount by which the tax payable by an assessee 
is reduced on account of an exemption under this section 
shall in no case exceed half the amount of the donation 
in respect of which the exemption is allowed. 



CHAPTEE 6 

SALARIES 

Section 3 charges the total income of an assessee 
(subject to certain statutory exemptions) ; section 4 defines 
the extent of the total income according to the residence 
of an assessee *, while section 6 prescribes six heads under 
which the income of an assessee is to be charged. These 
six hea^s are ; — 

(i) Salaries (section 7). 

(//) Interest on securities (section 8). 

{ii$) Income from property (section 9). 

(iv) Profits of business, profession or vocation 

(section 10). 

(v) Income from other sources (section 12). 

(»i) Capital gains (section 12 B). 

The method of computing income and the permissi¬ 
ble deductions vary with the different heads of income. 
Therefore sections 7, 8, 9, 10, 12 and 12B deal separately 
with each head of income. 

Income-tax is only one tax levied on the total of the 
taxable income under the various heads. A loss sustained 
in any year under one head of income is to be set off 
against income under any other head •in that year, as 
provided in section 24 (1). Moreover, a loss sustained 
in respect of a source of income under any one head 
should be set off against income from another source 
chargeable under the same head in order to arrive at the 
taxable income under that head. For instance, where an 
assessee carries on both a business and a profession, any 
loss in business should be deducted from professional 
income before arriving at the figure of taxable profits, 
under the head ‘profits of business, profession or vocation. 

Income which is made chargeable under a distinct 
head cannot be taxed under a different head. Interest 


8o 
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on securities is a specific head of income falling under 
section 8. Therefore it cannot bo charged under section 
10 as profits of business even if the securities are held as a 
trading asset. If a case appears to fall within either ol 
two heads of income, it is the right of the assessee to claim 
that he should be taxed under that head whioli leaves him 
with a lighter burden. 

Salaries 

The whole of section 7 was recast by the Finance 
Act, 1955. The section, as recast, becomes applicable 
with effect from the assessment year 1056-57, while for 
the purpose of deduction of tax at source under section 18, 
it became effective from 1st April 1955. The important 
efieot of the recasting of section 7 is to bring under assess¬ 
ment (a) certain perquisites the value of which had hitherto 
not been assessed, (b) compensation duo or received at or 
in connection with the termination of the assessee’s employ¬ 
ment, and (o) entertainment allowance subject to certain 
conditions. 

Section 7 taxes every kind of remunoratlon of every 
kind of an employee, whether public or private. The only 
employee, whose remuneration does nob fall within this 
section, is the employee of a foreign government. 

No payment can be taxed under this section unless 
the relationship of employer and employee exists between 
the payer and the payee. The fact that a person may hold 
an office and should receive a remuneration by virtue of 
that office does npt necessarily bring about a relationship 
of master and servant between him and the person whn 
pays him the remuneration or the relationship of an 
employer and employee, 

A film actress entered into various contracts for 
serving with various film companies. The contracts were 
to the effect that her services were to be lent for purposes 
of acting in different films at a certain remuneration fixed 
in the contracts. It was held that her income should bn 
computed under section 10 and nob under section %, 
because she entered into various contracts in order to oariy 
out her profession of a film actress. Her employment was 

temporary and incidental to her profession and she had im 

6 
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inbentiioii of engaging permanently with any company. She 
was completely free after her contracts were carried out to 
lend her services to any other film company. The position 
would be different if a professional man permanently 
accepted an employment and exchanged his prc/fession for 
service (Gl 1. T. B. GG). 

The salary chargeable under this section is the salary 
paid by Government, a local authority, a company, any 
other public body or association or a private employer in 
India. Therefore, salary or pension paid by a foreign 
government is not chargeable under this section, but would 
be chargeable under section IG as income from other 
sources. 

Place of accrual of salary income. 'Ihe income from 
salary arises at the place where the service, for which it 
is paid, is rendered. Thus, if a person employed in India 
goes on leave to England and gets his leave salary there, 
the leave salary so paid is income arising in India, because 
it is paid on account of service rendered in India. Simi¬ 
larly, if a person employed in India retires and settles in 
England, the pension paid to him in England is Indian 
income because it is paid on account of service rendered 
in India. On the other hand, if a person employed by a 
company in India is transferred to its branch in England, 
the salary received by him in England is not Indian 
income, but it is income arising in England, because the 
service is rendered in England. 

There is, however, one exception. A pension payable 
outside India to a person residing permanently outside 
India is not deemed to arise in India, *if the pension is 
payahlo to a person appointed by the Secretary of State 
or to a person who, having been appointed before 16th 
August 1947 as a judge of the Federal Court or of a High 
Court, continues to serve on or after the commencement 
of the Constitution as a Judge in India. This is a special 
oonoession granted to certain officials of Government. 

is included in salary ? Tax is payable in res¬ 
pect of any salary or wages, any annuity, pension or 
gratuity, or any fees, commissions, p 0 r(juisites or profits 
in lieu of or in addition to any salary or wages. Thus, 
tiiere are three groups of receipts liable to tax under this 
section, namely : (O salary and w'ages, ( it) annuitj-, 
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pension and gratuity, and (iii) fees, commissions, per¬ 
quisites and profits. The following benefits received by an 
employee from his employer are therefore included under 
the head salaries : 

(1) A lump sum received in commutation or subs¬ 
titution of salary is taxable as income, while a lump sum 
received in commutation of pension rights is a capital 
receipt. If an employee voluntarily foregoes a part of 
his salary, it is merely an ajiplication of income, and the 
amount foregone is none the less taxable. 

(2) Annuities, pensions and gratuities are charge¬ 
able under this section only when they are paid by the 
employer w^hether voluntarily or under a contract. A 
gratuity is a voluntary payment in return for services 
rendered. An annuity paid to an employee by a person 
other than the employer would be taxable under section 
12. Any gratuity, bonus or other payment voluntarily 
given by an employer for servi(*es rendered or to be ren¬ 
dered is taxable. But if the payment is personal in the 
sense that it is given to the em])loyee, not as the holder 
of an office or employment, but merely as a gift on per¬ 
sonal grounds, it is not included in salary and is not 
taxable. 

Although gratuity is taxable under section 7, yet 
in the case of government employees death-oum-retirement 
gratuities received after Idth April 1950, under the 
revised pension rules of the Central Government or under 
any similar scheme of a State Government, are exempt 
from tax. 

Sums received as commutation of pension and the 
accumulated balance of a statutory or recognised provident 
fund as well as an approved superannuation fund including 
interest are also totally exempt from tax and are not to 
be included in the total income of an employee. 

(3) Any fees, commissions, perquisites and profits 
in lieu of or in addition to salary are taxable as salary. 

^^rquisites. The word perquisite means any casuai 
emolument attached to an office in addition to salary. 
Perquisites are in many cases'in the nature of voluntary, 
payments but there may also be a legal obligation to pay 
them, It is immaterial whether they are volunt&.ry ot 
ot)ligatory. Perquisites include the following :— 
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( /) The v.iluo of reot-free accommodation provided 
by the employer or the value of any concession in the 
matter of rent. As regards the value of rent-free quarters, 
the practice is to evaluate it at 10 per cent of ti^e salary 
or at 1‘24 per cent thereof according as the accommoda¬ 
tion is unfurnished or furnished. Where, however, the 
fair rent of the accommodation provided is in excess of 
double the normal valuation, the value of rent-free 
accommodation will be computed at a percentage higher 
than those mentioned above. 

For the purpose of computing the salary on which 
the percentage is calculated, all regular amenities provided 
by way of monetary payments should be included in the 
term salary, but entertainment allowances in respect of 
which a deduction is permissible under section 7 (2) (ii) 
should not be included. . 

( it ) The value of any benefit or amenity granted 
by a company free of cost or at a concessional rate to an 
employee, who is either a director or who is substantially 
interested in the company. A person is said to be 
substantially interested in a company if he is concerned in 
the management of that company and is a beneficial 
owner of shares (other than sliares entitled to a fixed rate 
of dividend) carrying not loss than i-iO per cent of the 
voting power. 

( Hi ) The value of any benefit or amenity, other 
than those described in (ii) above, granted to an employee 
by his employer free of cost or at a concessional rate, if 
the income of the employee under the head “Salaries” 
(exclusive of the benefits or amenities not given by w’ay 
of monetary payment) exceeds Es. 18,000 per annum. 
In computing the amount of salary in cash for this 
purpose, all cash payments made by the employer on 
behalf of the employee should be added to the regular 
monthly salary. 

{ iv) Any sum paid by the employer in respect of 
any obligation w^hich but for the payment by 4ihe employer 
would have been payable by the employee, e.g,, the sum 
spent by the employer on the education of an employee’s 
children or the reimbursement by the employer of the 
employee's club or hotel bills. 

Any sum payable by the employer, otherwise IhaA 
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through a reooguised provident fund or an approved super¬ 
annuation fund, to effect an assurance on the life of the 
employee or in respect of a contract for an annuity on the 
life of the employee. 

Note that the value of a benefit or amenity mentio¬ 
ned above should be included in the salary of an employee 
only when it is actually granted or provided to the employee. 
It may be that in some cases the employee may waive the 
benefit due to him under the contract of service. In such 
cases the value of the benefits not enjoyed by the employee 
should not be included in his salary income. 

Strictly speaking, the value of all the above-mentioned 
perquisites is liable to tax in the hands of an employee ; 
but pursuant to an assurance given by the Finance Minis¬ 
ter in Parliament, the value of the following amenities is 
not to be included in the salary income :— 

( / ) Provision of ordinary medical facilities to the 
employee or his family free of charge or the 
reimbursement of such raedicpd expenses. 

( it ) Payment by the employer of the wages of a 
gu.rdener, etc., employed for the proper up¬ 
keep of the house belonging to the employer 
but occupied by an employee, 

( fit ') Provision of refreshments during office hours 
in the office premises. 

( /t') Provision of recreational facilities for employees. 

iV. B .—Under section a (6C) (iii), if the person receiving the 
benefit or indemnity is not an employee of a company but is a 
director or is interested in the company^ then the value of the 
benefit or amenity is to be included in the total income of that 
person as income from other sources. Similarly, any sum paid by 
a c,ompany in respect of any obligation, which but for such payment 
would have been payable by such a director or such other person 
as mentioned above, should be included in the total income of that 
director or that other person as income from other sources. 

Profits in lieu of salary. These include the follow¬ 
ing ^ 

(/) Tbo amount of any compensation received by 
an employee from^his employei^ or former employer at the 
termination of his employment,, whether solely as compen¬ 
sation for loss of employment or for any other consideration. 

Whatever may be the consideration on the baMs of 
whidh the compensation is given, if it is given at or in 
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connection with the termination of the employment, it is 
to be treated as profit in lieu of salary and included in the 
salary income. It does not matter whether the compensa¬ 
tion is received by the employee as a matter of iright or is 
given voluntarily by the employer. The employee is, how¬ 
ever, entitled to relief under section 60(2) in respect of the 
compensation. 

(//) Any payment received by an employee from an 
employer or former employer or from an unrecognised 
provident fund or other fund to the extent to which it does 
not consist of contributions of the employee and interest on 
such contributions. 

Basis of Liability. If any of the kinds of payment 
contemplated by section 7 (1) becomes due, then irrespective 
of whether it is or it is not paid in the year in which it becomes 
due, it must be brought under assessment as the income of 
that year. There is no question of assessing it as the 
income of the year when it is actually paid, if it is not 
drawm in the year in which it becomes due. The payment 
basis is relevant only for payment of amounts which are 
not due, e. g., advances by W’ay of loan or otherwise of 
income chargeable under section 7. Section 7 does not 
give an option either to the Income-Tax Officer to a.ssess 
the income in the year of accrual or in the year of receipt 
according to his choice or to the assesses to offer it when it 
becomes duo or when it is received as he may please. 
(2y I. T. R. 22p). 

Where arrears of salary have been taxed on the basis 
of their becoming due, they will not be tdixed again when 
they are received. But where any salary has not been 
assessed on that basis, it will be tax^ in the year in which 
it is received. 

Any portion of salary withheld under an order of a 
court is liable to tax. AdvanC/es taken by an employee 
from his employer on account of salary are deemed to be 
salary due on the date when the advance is received. 
Other advances taken by an employee from his employer, 
e. i.j house building advances, are not deeded to be salary 
because they are loans. 

Strictly speaking, this basis of liability is wholly 
contrary to the fundamental principle of income tax that 
tax can be levied only on what has come in to the assesSee 
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but this hardship is to a great extent mitigated by the 
second proviso to section 7 (1), namely, that when tax is 
deductible at source under section 18, the assessee shall 
not be called upon to pay the tax himself, unless he has 
received the salary without such deduction, 

vi5eduction8. The following deductions are allowed 
in computing the taxable income from salary : — 

(/) Any sum not exceeding Rs,500 spent by the 
employee on the purchase of books and other publications 
necessary for the purpose of his duties. 

(iV) In view of the amendment of section 4 (3) (vi), 
entertainment allowances are no longer exempt. There¬ 
fore the amount of entertainment allowance should bo 
included in salary income : but, after including that 
allowance, a deduction is permissible therefrom -of an 
amount equal to one-fifth of the assessee’s salary (exclusive 
of any special allowance, benefit or other perquisite) or 
Bs.7,500 whichever is less, provided the assessee hact regularly 
been receiving the entertainment allowance from bis present emplo¬ 
yer before ist April ijijj. The amount to be deducted on 
account of entertainment allowance cannot, of course, exceed 
the amount of the allowance. 

(Hi) In respect of any conveyance owned by the 
assessee and used by him for the purposes of his employ¬ 
ment, a reasonable portion of the expenses and normal 
wear and tear which can be attributed to the use of the con¬ 
veyance for purpo*ses of employment as distinct from purely 
private purposes. 

This deduction is not available where the assessee is 
in receipt of a conveyance allovA\ance, whether as such or 
as part of his salary. 

(iv) Any amount actually expended by the employee 
under the conditions of his service (exclusive of any enter- ‘ 
tainment allowance referred to above) wholly, necessarily 
and exclusively in the performance of his duties. Thus,' 
where an engineer *or an insurance agent is required, by” 
the contract of his service, to maintain a motorcar for thd' 
performance of his duties, the car expenses actually incurred' 
i^ the performance of those duties will be allowed as a. 
deduction. 
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Illustrations 

(1) On ist December i955, X drawing a salary of Rs. i^ooo 
per month went to Switzerland on six months' leave on full pay. 
His salary for the mor\ths of December i955 JaniAry i956 was 
remitted to him in Switzerland, but his salary for the remainder of 
his leave was received by him on his return to India in June 1956 . 

His income from salary for the previous year ended 31 st 
March i956 will be taken as Rs. ii,ooo which is the amount due to 
him and not as Rs, io,coo v/hich is the amount actually received 
by him. 

(2) Y is an employee of a company on a monthly salary of 
Rs. 500. During the year ended 31st March 1956 he actually 
received only six months' salary, the other six months' being in 
arrear owing to the bad financial condition of the company. 

His income from salary for the previous year ended 3ist 
March 1956 will be taken as Rs.6,000. The income-tax on half of 
this amount must have been deducted at source and paid over to 
Government by the employer ; but when his assessment for 1956 - 
5*7 is made, he cannot be called upon under the second proviso to 
section 7 (i) to pay the tax on the six months' unpaid salary until 
he receives it from the employer. 

(3) An employer X, who deducted from the salary of his 
employee Y the tax due thereon, did not pay into the Treasury the 
sum deducted At the time of the assessment of Y, it is found 
that X has become an insolvent from whom no money can be 
recovered. X however states that he acted in collusion with Y and 
that half the tax deducted was returned to Y. Indicate the manner 
in which the assessment will be made on Y. Y had no source of 
income other than the salary above mentioned. 

When tax is deductible at source under section 18 , the 
assessee shall not be called upon to pay the tax himself unless the 
salary has been received without such deduction. If investigations 
show that X's statement is wrong and that the full tax deducted 
has been retained by him, Y will be credited wit^h that amount of 
tax in his assessment ; but if investigations show that X's statement 
is correct, only half of the tax deducted will be credited in Y's 
assessment, and Y will have to pay the other half. 

Relief under section 60 (2). Where, by reason of 
any portion of an assessee’s salary being paid in arrears 
or in advance, or by reason of his having received in any 
one financial year salary for more than twelve months or 
a payment which is included in his salary, b-is income is 
assessed at a rate higher • than that .fit w'hich it would 
otherwise have been assessed, the Central Government 
may grant him the appropriate relief. 

The relief under section 60 (2) is granted according 
to rules made by the Centra! Government in this bebali. 
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In calculating such relief in respect of any year, any 
advantage gained by the assesses in’a past year in which 
part of his salary was short paid will be taken into account. 

Exemption in respect of compulsory deductions. In 
the case of some government servants, compulsory deduc¬ 
tions are made by government from out of their salaries 
for the purpose of applying the same as contributions to a 
government family pension fund or to a government 
provident fund, the benefits of which accrue to the wife 
and children of the employee or to the employee himself 
after retirement. The amount of such compulsory deduc¬ 
tions is exempt from tax up to a maximum of one-fifth of 
the employee’s salary. 


Illustrations 

(1) On 1st June 1955, a person was engaged as a salesman 
in a trading firm on a salary of Rs. 250 per month plus a commis¬ 
sion of 5 per cent on all orders secured through him. Three 
months after his appointment, he was discharged on payment of 
Rs. 1,000 as compensation for the termination of his services. The 
amount of orders secured through him during the period of his 
service was Rs. 12,500. 

His income from salary for the previous year ended 3 ist 
March 1956 will be Rs. 750 for three months* salary plus Rs. 625 
fer commission plus Rs. 1,000 for compensation, i.e., Rs 2,875 
in all. Rs. 1,000 received as compensation for the loss of his 
employment is taxable. 

(2) For many years C has been in the service of a firm ou 
Rs. 200 per month but on ist July i 955 b® was retrenched. He 
was a member of an unrecognised provident fund ixaintained by 
his employer. His#own contributions to such provident fund and 
interest thereon amounted to Rs. 3,450. On leaving the service he 
was paid Rs. 5,750 from the provident fund. On ist October 1955, 
he secured another job carrying a monthly salary of Rs. 180. 

His income from salary for the previous year ended 3 ist 
March i 956 will be as follows :— 

Rs. 

Salary for 3 months from former employer ... 600 

Receipt from unrecognised provident fund to the 
extent of employer*s contribution and interest 2,300 

Salary fo»6 months from present employer ... 1,080 

3 , 98 o 


He can claim relief under section 60(a). 

/ 3 ) Z is the principal of a college drawing a monthly salary 
of Rs.* 1,000 and a dearness allowance of Rs. too. On xst December* 
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I955» in order to meet the expenses, of his daughter's marriage he 
received an advance of eight months salary, and also took a loan 
of Rs. 3,000 from his employer for the purpose. What is his salary 
for the previous year 1955-56 ? • 

Rs. 

Salary and D. A. for 8 months ... 8,800 

Advance on account of salary for 8 months ... 8>8oo 

Income as salary ... i 7 , 6 oo 

The loan of Rs. 3,000 taken from the employer for the pur¬ 
pose of his daughter's marriage is not taxable as salary. 

( 4 ) X is the managing director of a large chemical works on 
a monthly salary of Rs. 1,500, a commission of 2i per cent on the 
net profits and a motorcar allowance of Rs. 100 per month. He is 
also provided with a free unfurnished house whose annual rental 
value is Rs. 2,000. The net profits of the business for the year 
were Rs. 1,50,000. As an ex employee of the former Gwalior State 
he is also getting a pension of Rs. 3 oo per month. 


Salary 
Pension 
Car allowance 
Commission 

Value of rent-free house (which does not exceed 
10% of the salary) Rs 18,000 plus Rs. 1,200 
plus Rs. 3,750. 

Income as salary 


Rs. 

18,000 

3,600 

1,200 

3,750 


2,000 

28,550 


(5) An employee of the Government of India received the 
following salary in the year ended 3 ist March 1956 ;— 

(a) Salary for service in Delhi and paid there Rs. 10,000 
(h) Salary for service in Burma and paid thSre Rs. 12,000 

What is his taxable income from salary for the year ? 

Rs. 

X. Salary for service in India ... 10,000 

2. Salary being foreign income (in excess of 

Rs. 4 , 5 oo) ... 7,500 


Taxable income from salary 


17,500 


It is assumed that the employee is a resident ordinarily 
lesidcnt. 

I 

Salaries may be owing and payable to residents and 
non-residents. They may earn^ in India and may be 
paid there or outside, or they may be earned outside Ipdia 
and may be paid there or in India, or salaries may be 
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earned and received outside India but may be brought 
into India either in the year in which they are earned or 
in any subsequent year. 

Illustrations 

Which of the following salaries relating to the year ended 
31st March would be taxable in the hands of la) a person 

resident and ordinarily resident, (&) a person resident but not 
ordinarily resident, and (c) a person who is not resident for the 
assessment year 1956-57 ? 

(?!) Salary earned in Delhi and paid there Rs. 5,000. 

(ii) Salary earned in Nepal and paid in Delhi Rs. 6,000. 

{Hi) Salary earned in Delhi but paid in Nepal Rs. 5 ,000. 

(iv) Salary earned in Nepal and paid there Rs. 5 ,000. 

(fj) Salary earned and paid in Nepal but brought to Delhi 
during the previous year Rs. 5 ,ooo 
{vi) Salary earned and paid in Nepal in the year ended 31st 
March 1952, but remitted to Delhi in March 1956 
Rs. 5,000. 

As the in; idcnce of taxation depends upon the residence of 
an assessec, the salaries chargeable to tax will be as follows :— 

Item of income Ordinary Not Ordinary Non-resi- 

resident resident dent 

Rs. Rs. Rs. 

(*) ... 5,000 5,000 5,000 

{ii) ... 6,000 6,000 6,000 

(***) ... 5,000 5,000 5 ,oco 

{in) In excess of Rs. 4 , 5 oo 500 — — 

(v) ... 5,000 5,000 

{vi) Only Rs. 4 , 5 oo being 

untaxed in the past 4,500 
Full amount being 
untaxed in the past 5,000 

Salaries assessable in 1955-56 were subject to income-tax at 
the rates fixed by th^ Finance Act, i954. As regards super-tax on 
salaries for the assessment year 1955-56 the rates were those ol the 
Finance Act, 1955 unless super-tax was deductible at source during 
1954-55, in which case the rates of the Finance Act, 1954, applied. 
But in the case of salaries amounting to a figure above Rs.20,000 
and below Rs.25,000, no super-tax was deductible at source during 
the year 1954-55. Therefore, under executive instructions, salary 
incomes of Rs.2o,ooi to Rs.25,000 were assessed to super-tax in 
the assessment year 1955-56 on the assumption that super-tax was 
deductible therefrom at source during 1954-55. 

/ Provident Funds 

The provident funds, of which an employee may be 
a member, are of three kipds : 

(1) Statutory Provident Funds. These are provident 
fuftds 'to which the Indian Provident Funds Act. 1925, 
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applies, such as provideufc funds maintained by railways, 
companies, local authorities, universities and certain 
colleges. 

When a person is a member of such a prdvident fund 
only his own contributions thereto are included in his 
salary for income-tax purposes, and no note is taken of his 
employer’s contributions and interest on the accumulated 
balance to the member’s credit in the fund. 

yAn employee’s own contribution to such a provident 
fund together with any life insurance premium paid by 
him is exempt from income tax (but not from super-tax) 
up to one-fourth of his total income or Rs. 8,000 whichever 
is less. 

A sum received as the accumulated balance at the 
credit of a subscriber to such a provident fund, when he 
leaves the service, is not taxable in the hands of the 
recipient nor is it included in his total income. 

(2) Recognised Provident Fund. A recognised pro¬ 
vident fund is one which conforms to the conditions laid 
down in section 580, and which has been recognised by 
the Commissioner of Income-tax. The income-tax 
provisions relating to a recognised provident fund are as 
follows: 

When an employee is a member of a recognised 
provident fund, his own contributions thereto are included 
in his salary. In addition, contributions made to such a 
provident fund by the employer and the interest credited 
to the employee’s provident fund (the two things known 
as the annual accretion) are also included in the total 
income of the employee. 

^Contributions to a recognized provident fund both 
by the employee and the employer taken together are 
exempt from income-tax (but not from super tax) up to 
one-fifth of the employee’s annual salary or Rs. 8,000 
whichever is less, and salary for this purpose means the 
regular payment received by the employee and not anything else 
that is included in the term salary. 

An employee is also entitled to obtain rebate of 
income-tax on life insurance premium paid by him, subject 
to the limit that the contributions (both his own and his 
employer’s) to the recognised provident fund anj. the 
insurance premium taken together should not exceed 
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one-fourth of his total income or Es. 8,000 whichever is less. 
Th total income for this purpose is taken to be exclusive of the 
employer"*s contributions and the interest on the provident fund. 

Interest credited on the accumulated balance of an 
employee is also exempt from income-tax (but not from 
super-tax,, if it does not exceed one-third of his annual 
salary and the prescribed rate, namely, 6 per cent per 
annum. 

The accumulated balance due to an employee on his 
retirement is also exempt from income-tax (but not from 
super-tax) and is not to be included in his total income, 
provided the employee served the employer continuously 
for five years. However, the condition of five years’ 
service may be waived by the Commissioner of Income-Tax 
if, in his opinion, the service has been terminated by reason 
of the employee’s ill-health or by the discontinuance of the 
employer’s business or by any other cause beyond 
the control of the employee. 

When an unrecognised provident fund is recognised 
for the first time in a particular year, the existing balance 
to the credit of an employee up to the date of recjognition, 
which is carried into the recognised provident fund, is 
called the tiransferred balance. Under section 58J (3), 
the amount of the transferred balance, less the employee s 
own contributions included therein,is deemed to be the 
employee’s salary income of the year in which recognition 
takes effect. The emidoyee’s own contributions are exclu¬ 
ded because they must have already been taxed as part of 
the employee’s salary so long as the provident fund was 
unrecognised. 

Important Note 

The Finance (No, ‘2) Act, 1957, has made the follow¬ 
ing important changes in the law relating to recognised 
provident funds. These changes come into force from 1st 
April 1957 for the purpose of deduction of tax at source 
and from 1st April 1958 for purposes of assessment. 

(1) The .provident fund contributions made by an 
employer up to 10 ^r cent of the employee’s salary are not 
to be included in the total income of the employee; but 
the employer’s contributions in excess of 10 percent of 
the employee’s salary are to be included in the employee’s 
total ihoome and are taxable. 
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(2' The interest credited to the prvoident fund 
account of an employee is not to be included in the total 
income of the employee if the amount of such interest 
does not exceed one-third of the employee’s salary and the 
prescribed rate of G per cent per annum. Any interest 
which exceeds these two limits is to be included in the 
employee’s total income and is taxable. 

(3) All employee’s own contributions to a recognised 
provident fund are exempt from income-tax (but not from 
super tax), provided the amount is not more than one-fifth 
cf his salary for the year or lls. 8,000 whichever is less, 

(4) An employee is also entitled to rebate of income- 
tax on life insurance premiums paid by him, subject to 
the limit that his own contributions to the provident fund 
and the insurance premiums taken together do not exceed 
one-fourth of his total income or Rs. 8,000 whichever is 
less. 

Other provisions relating to recognised provident 
funds remain unchanged. 

(3) Unrecognised Provident Funds. The contribu¬ 
tions made by an employee to an unrecognised provident 
fund are not exempt from income-tax, but the periodical 
contributions made by an employer towards the employee’s 
provident fund are not taxable year after year in the hands 
of the employee. 

A payment of the accumulated balance from an 
unrecognised provident fund made to an employee (less 
the employee’s own contributions and interest thereon) is, 
however taxable and is to be included in his salary in the 
year of receipt, but the employee is entitled to some relief 
under section 60 (2). 

Any life insurance premium paid by a member of 
an unrecognised provident fund is, however, entitled to 
rebate, if it does not exceed one-fourth of his total income 
or Rs. 8,000 whichever is less. 

Illustration 

An employee is in receipt of a saiary^of Rs. 6oo per month, 
8 % of which he contributes to a provident fund to which his 
employer, ^ntributcs He is provided with a rent-free house 
by the employer, the rental value of the house being Rs. 6oo per 
annum, and he also received from the employer Ills. i,aoo as boniis. 
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The amount of interest credited to his provident fund 
account for the year at 5% per annum is Rs. 450. 

He paid hs. 2,000 as life insurance premium. 

Ascertain bis income-tax liability if the provident fund in 
question is (a) a provident fund to which the Provident Funds 
Act, i 925 , applies, (b) a recognised provident fund, or (c) an 
unrecognised provident fund. 

Your answer should indicate his liability for i 957-58 and 

1958-59. 

Liability for 1957-58 


Rs. 


{a} Salary being total income 


9,000 


Exempted Income : 

His own contributions to P.F. {1% of 

Rs. 7 , 20 o) ... 576 

Life insurance premium (provident 
fund contributions and premium 
being limited to one-fourth of 
Rs. 9 ,ooo) 1,674 


2,250 


{&) Salary 9,000 

Employer's contributions to P.F. {i 2 %~ of 
Rs.7,2oo) ••• 864 

Interest on P.F. 450 


Total Income 10,314 


Exempted Income ; 

P.F. contributions (his own Rs.576 
and his employer's Rs.864) limited 
to one-fifth of Rs. 7 , 2 oo ... 1,440 

Life insurance premium (provident 
fund contributions and premium 
being limited to one-fourth of 
Rs. 9 ,ooo) ... 810 

2,250 

P.F. interest ... 450 


2 , 7 oo 


(c) Salary being total income 
Exempted Income : 

Life insurance premium (being limited 
to one-fourth of total income) ... 2,000 


9,000 
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Liability for 1958*59 

-{tf) No change. 

■< 6 ) Salary 

Emyloyer's contributions (in excess of io% 
of Rs. 7 ,aoo) ... * 

Total Income 

Exempted Income : 

Own P.F. contributions ... 576 

Life insurance premium (provident 
fund contributions and premium 
being limited to one-fourth of 
Rs. 9 ,i 44 ) ... 1,730 

2,286 

'(c) No change. 

Approved Superannuation Funds 

An approved superannuation fund is one which 
satisfies the conditions laid down in section 58 P, and 
which has been approved by the Central Board of Kevenue. 
The income-tax concessions enjoyed by a member of an 
approved superannuation fund are as follows :— 

The contribution made by an employee to an 
approved superannuation fund is treated in the same 
manner as a payment of life insurance premium. There¬ 
fore such contribution along with any life insurance pre¬ 
mium is exempt from income-tax (but not from super-tax) 
to the extent of onefifth of the employee’s total income or 
Bs. 8,000 whichever is less. 

A payment from an approved superamiu.ation fund 
made on the death of a beneficiary or in lieu of or in 
commutation of an annuity or by way of refund of contri¬ 
butions on the death of a beneficiary or on his leaving the 
employment, is also exempt from tax altogether in the 
hands of the recipient. 

Life Insurance Premiums 

The premium paid for insurance (or for purchasing 
A deferred annuity) on the life an assessjee or on the life of 
his wife or her husband (or in the cslibe of a Hindu un¬ 
divided family, on the life of any male member or his 
wife) is exempt from income-tax (but not from super-tax), 
provided : 


9,000 

i 44 

9 ,i 44 
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(a) The annual premium does not exceed 10 per cent 

of the sum assured exclusive of any bonus 
additions^ this restriction not applying to the 
amount paid for purchasing a deferred annuity; 
and 

(b) The insurance premium, together with any 

exempted provident fund contributions, does 
not exceed, in the case of an individual, one- 
fourth oi his total income or Es. 8,000 which¬ 
ever is less, and, in the case of a Hindu undi¬ 
vided family, one-fourth of its total income or 
Es. 16,000 whichever is less. 

No rebate of income-tax is allowed on any sum with¬ 
drawn by an assessee from his provident fund in order 
to pay his life insurance premiums, where the employee’s 
contributions to the provident fund are exempt from in¬ 
come-tax. 

Out of the premiums paid in respect oi a policy 
which covers the risks of sickness and accidental injury 
and also the risk of death, only so much as is attributable 
to the risk of death (from whatever cause) is exempt from 
income-tax. 

Although insurances on the life of a child do not 
entitle the assessee to the concession, yet certain kinds of 
insurances, which are for the benefit of the child, are 
treated as insurance on the life of the assessee. Policies 
are often taken by assessees with a view to securing the 
provision of a lump sum for their children (/. ff., for their 
education, marriage or other purposes) at a stipulated time, 
and the sum assured becomes payable on that date even if 
the assured dies after paying only one premium. An 
assurance of this kind is really an assurance on the life of 
the assessee as it is designed to secure in the event of the 
assessee’s early death (though not immediately after his 
death) a benefit considerably greater in amount than the 
annual payments which he has made and consequently the 
premiums on* such policies are eligible for rebate. The 
oriterion that shoulA be adopted in such oases is whether 
or not there is a contract dependent on the life of the 
assessee. 

,No relief is admissible on premiums paid out of 
income which is not chargeable to Indian income-taxi ; 

•7 
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Earned Income Allowance. The inconie chargeable 
under the head salaries is earned income in the case of 
all assessees. The annual accretion (/. e., the employer’s 
contributions and provident fund interest) to the balance 
at the credit of an employee participating in a recognised 
provident fund, which is included in his total income but 
which is exempt from income-tax, is to be treated as 
salary for the purpose of computing the earned income 
allowance. 

Deduction of tax at Source. Under section 18 (2), 
a person responsible for paying any incolne chargeable 
under the head salaries must, at the time of payment, 
deduct (a) in the case of an employee who is resident in 
India, income-tax and super-tax at a rate representing the 
average of the rates applicable to his estimated total income 
under the head salaries, and (p) in the ease of an employee 
wlio is not resident in India, income-tax at the maximum 
rate and super-tax • at either 3 annas in the rupee or the 
super-tax which would be payable if lie were a resident, 
whichevor is greater. If the non-resident employee elects 
to be assessable at the rate applicable to his world income 
before the prescribed date, and any additional tax becomes 
payable, the employer should undertake, to adjust the short 
deduction, if any, arising on the basis of the employee’s 
final option. The employer may obtain the declaration of 
the employee and file it with the Income-Tax Officer who 
assesses the employer. The law relating to the assessment 
of non-residents is dealt with in a subsequent chapter. 

Income-tax and super-tax should t)e deducted from 
salary at the rates in force in the year in which the salary 
is paid and the earned income allowance must be taken 
into account in making the calculation. 

If a non-resident employee obtains a certificate from 
the Income-Tax Officer that his total income or total 
world income is below the chargeable minimum or is only 
liable at a lesser rate, the deduction of tax (both income- 
tax and super-tax) either shall not be made or shall be 
made at the lower rate, 

In calculating the amount of monthly tax deduction 
from the salary of an employee, the rebate of income-tax 
(but not super tax) at the average rate of income-tax 
applicable to the total income of the employee from aaltfry 
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is admissible in respect of the following deductions, con¬ 
tributions and premiums subject to the conditions laid 
down in the preceding paragraphs of this chapter :— 

(a) Sums deduct^ from the salary of a government 
servant for securing a deferred annuity to him 
or for making provision for his wife or children. 
{b) Employees’ contributions to a provident fund to 
which the Provident Funds Act, 1926, applies 
or to a recognised provident fund or to an 
approved superannuation fund. 
if) Premiums paid by employees for life insurance if 
the employer is satisfied about the amount of 
such premiums. 

An employer should not, however, allow rebate in 
respect of. any donations made for charitable purposes by 
an employee. 

Where salary (which is chargeable to tax) is paid 
outside India by or on behalf of Government, tax must be 
deducted therefrom in India. 

^ The employer can increase or reduce the amount of 
tax to be deducted in order to adjust any deficiency or 
excess arising out of any previous deduction or failure to 
deduct. 

All tax deducted by an employer from the salaries of 
employees must be paid to Government to the credit of 
the employees. If the employer does not deduct the tax, 
or after deducting it fails to pay it to Government, he 
will be deemed to be an assessee in default in respect of 
the tax. 

Annual Return. Under section 21, every employer 
other ( than Government is required to furnish to the 
Income-T^ax Officer, within 30 days from 31st March in 
each year, a return showing the names and addresses of all 
persons who have received from him, during the year 
ended Slst March, a sum exceeding Bs. 3,600 as salary and 
the tax, deducted therefrom. 



CHAPTER 6 

INTEREST ON SECURITIES 

Under section 8, tax is payable by an assesses under 
the head interest on securities in respect of the interest 
receivable by him on government securities and on deben¬ 
tures of public bodies (e. g., a municipal corporation, a 
port trust or an improvement trust) and companies. The 
shares of a company cannot be called securities for money. 
Dividends on shares are taxable under section 12 as income 
from other sources. 

Section 13 applies only to sections 10 and 12. There 
can be no mercantile method of accounting as far as 
•section 8 is concerned. Interest on securities only becomes 
income when it is actually received and not when it is due 
or capable of being received by the assessee {22 I, T. R. zj). 
It may, however, be pointed out that interest on securities 
would be taxed in the year of receipt only when the delay 
in its collection is not the result of any design on the part 
of the assessee. Where an assessee, by an act of his own, 
intentionally postpones the drawing of interest on the due 
date for the purpose of avoiding tax, he can be taxed on 
the interest in the year in which the payment fell due. 

The word ‘receivable’ in the coatext of section 8 
means that tax is payable not on the actual amount 
received by way of interest on securities after deduction 
of tax, but on the amount to which the assessee is entitled 
on the face of securities. It does not refer to the point of 
time at which the amount becomes due for payment. 

Interest on securities is a separate head of income. 
Even in the case of a dealer in securities where the secu¬ 
rities are held as a trading asset, the interest must he 
oharged under section 8 and computed in accordance 
with the provisions of that section and'" not under section 
10 as business profits. 
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Cum-interest Transactions. Interest on securities 
does not accrue from day to day, but it accrues on certain 
fixed dates. When securities are purchased cum-interest 
the price paid includes interest from the last date of interest 
payment to the date of purchase, but the purchaser is 
assessable on the whole amount of interest received by him 
on the next interest date, and he is not entitled to any 
deduction in respect of the interest paid by him to the 
seller. For the same reason, the seller of securities cum- 
interest is not assessable on the amount he receives in 
respect of interest from the purchaser. The general rule 
is that for income-tax purposes the interest is the income 
f)f the owner of securities on the date when interest falls 
due for payment. This rule is subjec^t to the provisions 
of section 44F. which applies to those who want to avoid 
tax by systematic sales of securities cum-interest. Under 
this section, the Income-Tax Officer may deem the interest 
on securities to accrue from day to day and tax the 
seller on that basis. 

Tax-free Government Securities. Interest from tax- 
free government securities is not liable to income-tax 
(tliough it is liable to super-tax), but it is included in the 
total income of the assesses for the purpose of determining 
the rate of income-tax applicable to him. There are, 
however, some government securities, such as post office 
cash certificates, national savings certificates, national 
plan certificates, and treasury deposit receipts, the interest 
from which is exempt from tax and is not to be included 
in the total income. 

Tax-free Debentures. Where tax-free debentures are 
issued by a company, the company pays the tax on behalf 
of the debenture-holders on the amount of interest paid to 
them, and the debenture-holders are assessable not only 
on the actual amount of interest received by them but 
also on the amount of income-tax borne by the company, 
because the income-tax borne by the company is a part of 
the debenture-holdera’ income fro;n debentures 

Deductions. In computing the taxable income 
from interest on securities, the following deductions are 
admiseible : 

« (1) Any reasonable sum expended by the assessee 
for the purjx)se of reaUsing such interest. The Explanat^ 
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tion added after the third proviso will enable banking 
companies to claim a set-off of proportionate business 
expenses against interest on securities, but th® allowance 
under section 10 will be reduced correspondingly. 

(2) Interest payble on money borrowed by the 
assessee for the purpose of investment in the securities. 
This deduction is permitted without any qualification 
when the interest on the borrowed money is payable in 
India ; but if the interest is payable outside India and is 
chargeable under the Act in the hands of the lender, as 
for example under section 42 (1), it is not a permissible 
deduction unless; 

(a) The interest is on a loan issued for public 
subscription before 1st April 1938, or 

{h) Tax has been paid or deducted under section 18 
in respect of such interest, or 

(f) There is a person in India who may be charged 
as an agent under section 43 in respect of 
such interest. 

Where a loan is taken for purchasing tax-free 
government securities, the interest on such loan should be 
deducted from the tax-free interest. 

It is possible that there may be a loss under this 
head, if the interest paid on a loan taken to buy securities 
exceeds the interest on securities. Such a loss can be set 
off against income under other heads. 

Deduction of Tax at Source. A person responsible 
for paying interest on securities must deduct income-tax 
(but not super-tax) at the maximum rate from the amount 
of interest paid; but if the owner of the securities obtains 
an exemption certificate from the Income-Tax Officer 
that his total income is less than the minimum ’charge¬ 
able to income-tax or is only liable to a lower rate, the 
person paying interest shall pay it without deduction of 
income tax or shall deduct income-tax at the lower rate. 

The person paying interest on securities is required 
to give a certificate in the prescribed form containing 
particulars of the deduction to the person from whose 
interest inoome-^tax has been deducted. He must also 
send to the Income-Tax Officer a statement containing the 
prescribed particulars. 
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Profit or loss on sale of securities. Where an asses- 
see carries on the business of buying and selling shares 
and securities, he holds them as a trading asset, i. e., as 
stock-in-trade, and any profit or loss resulting from an. 
actual sale thereof is a revenue profit or loss. For the 
purpose of computing the profit or loss of his business, 
the shares and securities in hand at the close of each 
accounting year must be valued as stock-in-trade on a 
uniform basis. The method of valuing stock-in-trade is 
considered in the next chapter. 

On the other liand. where an assessee holds shares 
and securities as an investment and not as a trading 
asset, any profit or loss resulting from an actual sale there¬ 
of made for the purpose of effecting a change of investments will 
he a capital profit or loss. 

Where shares and securities are exchanged under a 
scheme of amalgamation or conY(‘rsion, the transaction 
amounts to realisation and reinvestment. Therefore 
the assessee would be assessable on an 3 ^ profit deemed to 
have been made by him on such exchange or conversion 
if the assessee’s business is such that any profit made by 
him on the realisation of securities is part of the profits of 
his trade. 

Where the owner of an ordinary investment chooses 
to realise it and obtains a greater price for it than what he 
originally paid for it, the excess is not profit assessable to 
income-tax ; but the excess will bo assessable to income-tax 
where what is d^ne is not merely a realisation or change 
of investment but an act done in what is truly the carry¬ 
ing on of a business. No hard and fast rule can be laid 
down to distinguish trading or business transactions from 
the operations of a prudent investor. The number of 
transactions is not the sole determining e.riterion or test, 
thongh a systematic and habitual dealing in shares may 
be an important element which has to be taken into con¬ 
sideration for determining whether the transactions were 
business transactions within the meaning of the Income- 
Tax Act. The e<£ential test ih such cases is whether the 
sales and purchases w’ere made not with the intention of 
investing one’s capital but with the object of selling the 
^ares m future in order to make a profit. 



104 


INCOME-TAX 


The mere fact that in a particular year the assesses 
was held to be not a dealer in shares and that the profits 
made by him were not assessed as profits from business will 
not prevent his being treated as a dealer in sh^es and the 
profits made during a subsequent year being treated as 
profits from business (jo. I. T. R. 20 J). 


Illustrations 

(i) A^s investments during the year ended 5 ist March 1956 
were (a) Rs. 4 o,ooo 3 k% Government Paper ; (b) Rs.ao.ooo 5% 
Municipal Debentures ; and (c) Rs.60,000 4 ^"’,. Port Trust Bonds. 
His bank charged Rs.io as commission for collecting interest. He 
paid Rs. 7 oo as interest on a loan which he had taken for the purpose 
of purchasing the Port Trust Bonds. Calculate his taxable income 
from interest on securities. 

Rs. 

Interest for the year on all investments ... 5/ioo 

Li 88 Bank commission 10 

Interest on loan loo 7io 


Taxable income 


4,39o 


Income-tax at the maximum rate will be deducted at source 
from Rs.5,100. 

(2) On 1st April i 95 , 5 . X held the following investments :— 

(a) Rs. 9 o,ooo 3 ",. Government Loan ; (6) Rs.60,000 3 % Port Trust 
Bonds ; (c) Rs.80,000 5% Improvement Trust Debentures ; and 
(d) Rs.30,000 5*^0 Debentures of an electric supply company. 

On ist August 1955, he purchased Rs.20,000 Government 
Bonds at 92 i'.. cura-intcrest, interest being payable on 1st June 
and 1st December. 

The bank commission for collecting interest was Rs. 25. 
What is the taxable income from interest on • securities for the 


year ? Rs. 

Interest on securities held on ist April 1955 10,000 

Interest on 3 % Government Bonds for half-year 300 


io, 3 oo 

Less Bank commission 25 

Taxable income 10,275 


( 3 ) On 1st April i 955 , Y's investments consisted of the 
following : • V 

{a) Rs.60,000 4 ';;. U.P. Government Loan. 

(b) Rs 30,000 5% Improvement Trust Debentures. 

(c) Rs.aopoo 5% Debentures of a Jute mill company. 

id) Rs. 15,000 6% Preference Shares in a sugar mill company. » 
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On ist September i 955 , he sold his jute mill debentures at a 
profit of Rs.75o and purchased Rs.40,000 4 % Port Trust Bonds. 
Rs.2o ,000 required for the purpose being borrowed from the bank 
at 6% per annum. The bank commission for buying and selling 
securities was 1% and for collecting interest Rs 15. 

Find out the taxable income from interest on securities, such 
interest being payable in each case on ist January and 1st July. 


Rs. 

Interest on 4 % U.P. Government Loan for one 
year 2 , 4 oo 

Interest on 5% IT. Debentures for one year 1,500 

Interest on 5% Jute Mill Debentures for 
half-year 500 

Interest on 4 % Port Trust Bonds for half-year 800 


5,200 

Less Bank commission for collecting interest 15 

Interest on bank loan for 7 months 7 oo 715 


Taxable income 4,485 


The bank commission for buying and selling securities is not 
deductible, as it is capital expenditure. 

As the securities are held as an investment, any profit or loss 
on the sale of jute mill debentures will be ignored. 



CHAPTER 7 

INCOME FROM PROPERTY 

Under section 9, tax is payable by an assessee on the 
bona fide annual value of property consisting of buildings 
and land appurtenant thereto, of which he is the owner, 
iiuch property may be called house property. 

If the property is occupied by the assessee for the 
purposes of his own business, profession or vocation, and 
the profits of such business, profession or vocation are 
assessable to tax, the annual value of such property is not 
taxable under this section, and no notional rent is allowed 
to the assessee in respect of the premises in computing 
the profits of the business, profession or vocation under 
section 10. 

Where a portion of the house property, owned by 
an assessee and used for purposes of his business, is let out 
to the employees of the business whose residence there is 
necessary for the efficient conduct of the business, the rent 
collected from the employees has to be assessed as income 
from business and not under the head “Property”. 

As a separate head of charge is provided for income 
from house property, rents from house^ property cannot 
be taxed under any other head even if property is let in 
the course of business and the income derived from such 
property forms part of the profits of a trading concern. 
If an immovable property consists of only land on which 
no building has been erected, any income derived from 
-such land will not be taxed under section 9, but will be 
taxed under section 12. 

It is only the owner of house property, who is liable 
to pay tax under this head, even if he is dot the owner 
but is only the lessee of 'the land on which the building 
stands. The person who builds a house upon the land 
■of another remains the owner of the house. But the 
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person who is a lessee of a building is not assessable as 
owner under this section. If he derives any income from 
sub-letting, or reletting, such income is taxable under 
section 12 as income from other sources. 

A dispute regarding the title to house property cannot 
of itself hold up an assessment even if a suit has been 
filed. The Income-Tax Officer has prima facie the power 
to decide whether the person sought to be taxed is the 
owner of the property. 

According to section 9 (4), an assessee is deemed to 
be the owner of house property in the following cases : — 

(1) The holder of an impartible estate is deemed to 
be the individual owner of all the properties comprised in 
the estate. The law relating to impartible estates is ex¬ 
plained in a subsequent chapter dealing with the assess¬ 
ment of Hindu undivided families. 

(2) A member of a co-operative society to whom a 
building built by the society is allotted or leased under a 
house-building scheme of the society is deemed to he the 
owner of that building. 

Annual Value. Under section 9, tax is chargeable 
not in respect of any actual rent received but in respect 
of the bona fide annual value of property. The bona fide 
annual value of a building is the annual rent for which it 
might reasonably be ex]iected to let from year to year. 

What the law contemplates by “annual value” is 
not the actua.l rent received by the owner of the property, 
but a notional rent, w^hioh is to be gathered from what a 
hypothetical tenant would pay for the property. If actual 
rent is received, that wmuld be an important factor for the 
taxing authorities to consider, but that would not in every 
case be the proiier annual value as contemplated by the 
Act. The house may have been let cheap or dear ; the 
lease may be eighty years old or a thing of yesterday *, 
personal relations or business relations may have led to 
exceptional-terms as to rent. Municipal valuation also is 
not the only testjbhat should he applied in determining the 
annual value. 

The annual value of house property is ascertained 
by, taldng into consideration all relevant facts, such as 
rents received, the terms of the lease, the municipal valu- 
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atioa, rent paid for similar property in the locality and 
so on. 

The amount of the annual value of house property 
is subject to the following adjustments :— 

{a) Where the property is in the occupation of the 
owner for purposes of his own residence, the annual value 
thereof is first determined in the same manner as if the 
property had been let to a tenant, and the amount so 
determined is then reduced by one-half of it or Ks. 1,800 
whichever is less. However, if the sum so reduced exceeds 
10 per cent of the total income of the owner, the annual 
value of the property is deemed to be 10 per cent of such 
total income. 

Where the property reserved by the owner for the 
purpose of his own residence consists of only one residen¬ 
tial house, which is neither actually occupied by the owner 
nor let to a tenant and no other benefit therefrom is derived 
by the owner, then the annual value of such property, if 
the property was unoccupied during the whole of the 
previous year, should be taken to be nil, and, if it was 
occupied for a part of the previous year, it should be com¬ 
puted proportionately. But in no case can a loss be returned 
in respect of such property. 

(b) Where the property is in the occuptition of b> 
tenant, and it is subject to local taxes in posed by a local 
authority, then in determining the annual value one-half 
of such taxes shall be deducted. This deduction has come 
into force from the assessment yea.r 11)51-52. The follow¬ 
ing example illustrates how the annual value is to be 
determined according to this provision. 

The rent repayable by the tenant is Rs. 6,ooo per annum. 
The total amount of local taxes payable in respect of the property 
is Rs. 6oo, of which Rs. 200 is paid by the tenant direct to the 
local authority, in addition to the rent of Rs. 6,000 paid to the 
owner. 

Rs. 

Amount of rent received by the owner ... 6,000 

Amount of taxes paid on his behalf by the tenant... _^o 

6,200 

Less One half of local taxes allowed as a deduction 

from the total rent ... ... 300 

Annual value 
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Deductions. In computing the taxable income from 
property, the following deductions are allowed from the 
annual value:—^ 

(1) Repairs. A fixed allowance of one-sixth of the 
annual value is granted for repairs, where the property 
is either in the occupation of the owner or is let to a 
tenant and the owner has undertaken to bear the cost of 
repairs. 

VWhere the tenant undertakes to bear the cost of 
repairs, the allowance for repairs is restricted to the 
difference between the annual value and the rent paid but 
not exceeding one-sixth of the annual value. 

This allowance is granted irrespective of whether 
anything has been spent for repairs or not and irrespective 
of any vacancies. 

Illustration 

An assesses owns a bungalow, the annual value of which 
according to municipal records is Rs. 6,000. It is let out on an 
annual rent of Rs. 5,4oo to a tenant who has also undertaken to 
bear the cost of repairs. The municipal taxes paid amounted to 
Rs. 600. What is the admissible allowance for repairs ? 

Annual value ... 

Ltee One-half of municipal taxes ... '30^ 


Less Allowance for repairs restricted to the difference 
between the annual value and the rent 
p^id ... 3oo 


(2) Insurance Premium, Premium paid for insu¬ 
rance against the»risk of destruction of property through 
any cause, e.g., fire, earthquake, lightning, civil commo¬ 
tion etc. 

(3) Interest on Mortgage. Where the property is 
subject to a mortgage or other capital charge, the interest 
on such mortgage or charge is allowed as a deduction, 
irrespective of the object for which the money is borrowed. 

(4) Annual Charge, Where the property is subject 
to an annual charge, the amount of such charge is allowed 
as a deduction, prgdded it is npt a capital charge. 

An annual Aarge means a recurring expense the 
payment of which is secured by a charge on house 
property ; while a capital charge means a charge on house 
property for securing the payment of a debt. ^Thus. if 
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debt is secured by a charge on house property, it is a 
capital charge, but if the interest ou the debt is secured by 
a charge on house property, it is an annual charge. 

The only condition that has to be satisfied is that 
there is annual charge, not being a capital charge, which 
is valid and legal and which can be enforced against the 
owner of the property on which the charge has been fixed. 
An assesses, a Hindu undivided family, was under an 
obligation to pay Es. 600 per month to a widow for 
maintenance, and this obligation was imposed by a decree 
of the court, which gave to the widow a charge on the 
joint family property in respect of the maintenance. This 
sum of Es. 6,000 is a permissible deduction as an annual 
charge. 

Where the charge on the property is a capital 
charge only the amount of interest thereon is allowed as a 
deduction; but where the charge is an annual charge, the 
amount of the charge itself is allowed as a deduction. 

The distinction between the two terms mortgage 
and charge, which appear in the above paragraphs, is as 
follows ; 

A mortgage is the transfer of an interest in specific 
immovable property for the purpose of securing the pay¬ 
ment of a debt. Where the principal money secured is 
Es. 100 or upwards, a mortgage is created by a registered 
instrument signed by the mortgagor and attested by two 
witnesses. 

Where the immovable property of one person is 
made security for the payment of monej to another, the 
latter person is said to have a charg/i on the property. A 
charge may be created by an act of parties or by operation 
of law. A charge does not contemplate transfer of an 
interest in the immovable property, as is the case in a 
mortgage. 

(5) Interest on Borrowed Capital, Interest on money 
borrowed for the purpose of acquiring, constructing, repair¬ 
ing, renewing or reconstructing the property is deducti¬ 
ble, even if neither the principal nor the interest is secured 
by a charge on the property. But interest on money 
borrowed for any purpose is allowed as a deduction ..only 
if the interest is charged on the property. 
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—The above three allowances will not be granted, if they 
are. payable abroad and chargeable under the Act^ unless tax has been 
deducted therefrom or the owner of the property agrees to be taxed 
as an agent of the non-resident to whom such payments have been 
made. 

,(6) Ground Kent. If the property is subject to any 
ground rent, the amount of the ground rent is allowed aa 
a deduction. 

(7) Land Revenue. Any land revenue paid in respect 
of the property is allowed as a deduction. 

(8) Collection Charges. The amount allowed for- 
collection charges is restricted to d per cent of the annual 
value or the actual expenditure, whichever is less. Legal 
expenses incurred in recovering rents from tenants are 
included in collection charges. 

(9) Vacancy Allowance. Where the building remains- 
vacant, a deduction of a part of the annual value propor¬ 
tionate to the period of vacancy is permitted as vacancy 
allowance. This allowance is primarily available in the- 
case of property which is let, but it may also apply to a- 
house, which is not let but which is dismantled and shut, 
up by the owner. Where an assessee owns a house and 
keeps it ready for his own occupation or for the ocoupar 
tion of his guests, the house cannot be said to be vacant 
merely because it was not occupied for a certain period. 
The expression ‘occupied’ does not mean ‘used’. 

(10) Unrealised Rents. Under section 60, a deduction, 
in respect of unrealised rents is also allowed if the follow¬ 
ing conditions a]se satisfied :— 

(a) The tenancy is bona fide. 

{h) The defaulting tenant has vacated the property 
or steps have been taken to compel him to 
vacate the property. 

(r) The defaulting tenant is not in occupation of any 
other property of the assessee. 

(d) The assessee has taken all reasonable steps to 
institute legal proceedings for the recovery of 
the ui\^aid rent. 

Should the admissible deductions exceed the annual 
value of property, there would be a loss from property, 
and this loss can be set off against income under other- 
heads. 
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As the tax on income from property is levied on a 
notional basis, there is no provision in section 9 (as there 
is in section 10 and 12) regarding the method of account¬ 
ing to be adopted. 

Foreign House Property. The income from foreign 
house property is assessable only in the case of persons 
who are ordinarily resident in the taxable territories. In 
cases where such foreign income is chargeable, the method 
of computation for arriving at the bona fide annual value 
and the deductions permissible therefrom would be as set 
out in section 9. 

Property owned jointly. When a house property is 
owned jointly, and the shares of the co-owners are definite 
and ascertainable, they are not assessed as an association 
of persons, but the share of each part-owner is assessed 
on him as part of his total income. 

Exempt Property Income. The income of the follow¬ 
ing house property is exempt from tax :— 

(1) House situated in the immediate vicinity of land 
used for agricultural purposes and required for occupation 
in connection with agricultural operations. 

(2) House property used by the assessee for his busi¬ 
ness, the profits of which are assessable to tax. 

(3) House property constructed between 1st April 
1946 and 31st March 1966 and not used for business. 
This is exempt only for two years from the date of com¬ 
pletion of construction. 


Illustrations 

(z) X is employed as a clerk in a government office on a 
monthly salary of Rs. 250 . He owns Rs.40,000 34 % government 
securities and is also the owner of a big house, whose municipal 
valuation is Rs.8oo. He has let one-third of the house at Rs.30 
per month and occupies the remainder for his own residence. The 
house is mortgaged for a loan which he took for meeting the 
expenses of his sister's marriage. The interest on the mortgage 
was Rs. 3 oo for the year, and the municipal taxes paid in respect 
-of the house amounted to Rs.x5o. 

Rs. 

Rent of one>half house let 36 o 

L (88 one-half of proportionate municipal 
uxes 

Annual value of property let 3^5 

Value 01 selfooccupied portion 



INCX>ME FROM PROPERTY 


Il3 


determined in the same 
manner as that of portion let 67 o 
Less one-half of it (statutory 


deduction) 

335 

335 


Gross annual value of property 



670 

Levs One-sixth for repairs 


III 


Mortgage interest 


300 

41X 

Taxable income from property 


259 

1. Salary 



3,000 

2. Interest on securities 



i, 4 oo 

3. Income from property 



259 


Total income 

4,659 


The annual value of property occupied by the owner i‘5 deter¬ 
mined in the same manner as that of property let, and then the 
amount so determined is reduced by one-half of it or Rs.i,8oo 
whichever less ; but the amount so ascertained as the annual value 
of property occupied should not exceed lo per cent of the total 
income of the owner of property. 

(a) A professor in a college gets a salary of Ps. 3 oo per 
month He contributes one anna per rupee of his salary to a 
recognised provident fund to which the college also contributes an 
equivalent amount. The interest on his provident fund account 
for the year ended 3 ist March 1956 (at 5% per annum) amounted to 
Rs. 672 . 

He is also the owner of two houses, one (municipal valuation 
Rs.800) occupied by him for his own residence and the other 
(municipal valuation Rs. 1,000) let at Rs.ioo per month. His 
expenses for the two houses were :— 

Municipal taxtS Rs.180 ; Land revenue for the house let 
Rs. 4 o ; Interest on loan taken to repair the residential house 
Rs .200 ; Fire insurance premium Rs.120 ; Cost of extension of 
electric fittings in his residence Rs 250. 

Ascertain his taxable income from property, his total income, 
‘-and th:^ .a.nount of income cxemot from income-tax for the previous 
yc.sr ending 31st March 1956 . Assume that the house let remained 
vacant fi<r two months and that he paid Rs. 85 o as premium of his ' 
life policy for Rs 8,000 

Rs. 

Rent of hoiftc let 1,200 

One-half 0/ municipal taxes 
(according CO munictpal 
valuation.) 50 


Annual value of property let 

a 


1,150 
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Rental value of house occupied 
of municipal value as in 


the case of property let) 

Les& On€-half of municipal 

96 o 



taxes 

4 o 




920 



Less One-half (statutory allow¬ 




ance) 

46 o 

46 o 


Annual value of both houses 



1,6x0 

Less One-sixth for repairs 

268 


Land revenue 

40 



Interest on loan 

200 



Fire insurance premium 
Vacancy allowance being 

12& 



one sixth of the annual 
value of house let 

i 9 r 


819 

Taxable income from Property 

79 i 

I. Salary 



9,600 

Employer's contributions to P.F. 

•• ■ 

600 

P F. interest 


• • • 

673 

2, [ncome from Property 


• • • 

79 i 


Total Income 

11,663 


Income exempt from income-tax : 

I. Contributions to P.F. ... i,2oo 

.1. Life insurance premium 

(limited to io% of sum 
assured) ... 8oq 

3 Provident Fund Interest ... 673 

3,673 

The cost of extension of electric fitting is capital expenditure. 

( 3 ) An assessee owns two houses, whose annual value is 
Rs.6,ooo and Rs.3,ooo respectively. The first house which is let 
out was purchased some ten years ago and the second house was 
built in December i 954 with borrowed money on which interest is 
payable at 6 per cent per annum. " 

Rs.aoo a year is payable as ground rent of the land on which 
the old house stands, but as it was in arrear for the last three 
years he had to pay Rs.Soo during the year ended 3 xst March 1956. 

Calculate the taxable income from property for the previous 
year ended 3 ist March 1956. . 

The income of the new house constructed in December 1954 
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is exempt from tax for two years from that date. The taxable 
income of the old house will be as follows 

Rs. 

Annual value ... 6^000 

Less One-sixth for repairs ... 1,000 

Ground rent for one year ... aoo i,aoo 


Taxable income from property 4,800 


As the income of the new house is exempt from tax the 
interest on the loan taken to build that house cannot be allowed as 
a deduction from the annual value of the old house. 

The annual value of the old house is already given. Therefore 
it is not necessary to make any deduction on account of local 
taxes, because the deduction must have already been made in 
determining the annual value. 

(4) An assessee is the owner of two houses, namely : 

(a) A kothi, the annual value of which according to municipal 
records is Rs. 12,000, but which is let out on rent for Rs. zo,ooo a 
year to a tenant who has undertaken to bear the cost of repairs. 
Municipal taxes paid were Rs. 1,000. 

(b) A shop, the annual value of which according to municipal 
records is Rs. 5,000. It is, however, let out on an annual rent of 
Rs. 3,500 to a tenant who has undertaken to bear the cost of 
repairs. Municipal taxes paid amounted to Rs. 400. 

Calculate the assessee's taxable income from property. 

Rs. 


A. L. V. of kothi 

12,000 


Less One-half of municipal taxes 

500 


Less Allowance for repairs as per 
section 9 (i) (ii) 

11,500 

1,500 

10,000 

A. L. V. of shop 

5,000 


Less One-half of municipal taxes 

200 


Less One-sixth for repairs 

4,800 

800 

4,000 

Taxable income from property 


14,000 


According to section 9 (i) (ii) where the tenant undertakes to 
bear the cost df repairs, the allowance for repairs is restricted to 
the difference between the annual Value and the rent paid but not 
exceeding one-sixth of the annual value. 



CHAPTER 8 

BUSINESS PROFITS 

Under section 10, tax is payable by an assessee in 
respect of the profits and gains of business, profession 
or vocation carried on by him, 

A business includes any trade, commerce or manu¬ 
facture or any adventure in the nature of trade, commerce 
or manufacture. This means that the profits of even an 
isolated transaction, if it is a trading adventure, are 
taxable. A profession is an occupation requiring purely 
intellectual skill or manual skill controlled by the intellec¬ 
tual skill of the operator, e.g.^ lawyer, accountant, engineer, 
surgeon, etc. A vocation (as distinct from employment) 
is any other calling pursued for the purpose of earning a 
livelihood, e. broker, singer, dancer, insurance agent etc. 
The word business is a word of wider import than the 
word profession, and vocation is a word of still wider signi¬ 
ficance than business. What does not amount to pro¬ 
fession may amount to business, and what does not amount 
to business may amount to vocation. As the profits from 
these three sources are taxed under the • same head, it is 
not necessary to consider whether a particular case is 
business, profession or vocation. The following considera¬ 
tions govern the income taxable under this head :— 

(i)it is the person who carries on a business who 
is liable to pay tax under section 10. It is significant to 
notice the difference in language in section 10 and 
section 9. Section 9 deals with tax under the head of 
property, and that tax is payable by an assessee who is the 
owner of the property. So.in the case of property what 
is emphasised by law is ownership. In * the case of busi¬ 
ness, what is emphasised is not the ownership of the 
business, but the fact of the business being carried on by 
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the assesaee. However, it is not necessary that the 
assGssee should physically or with his own hands carry on 
a business before he becomes liable to pay tax under 
section 10; but he must have the right to carry on the 
business and the business must be carried on in the 
exercise of that right. 

(2) The tax chargeable under this section is not on 
the separate profits of each distinct business, but on the 
aggregate of the profits of all the businesses carried on by 
tlie assesses. It follows from this that where the assessee 
carries on several businesses he is entitled to set off losses 
in one business against profits in another. The assessee 
would bo entitled to set off his losses in one business 
against his profits in another, even if one business is 
carried on by him singly and the other in partnership. 
But the losses of a business which has been discontinued before the 
previous year cannot be set off against the profits of an existing 
business. For such a set-off both the businesses should be 
a live during the previous year. 

In computing the profits of a business, profession or 
^' 0 (•.ation, speculation losses can be set off only against 
speculation profits. Where the speculative transactions 
carried on are of such a nature as to constitute a business, 
tho business shall be deemed to bo distinct and separate 
from any other business. 

A si^eculative transaction means a transaction in 
which a contract for purchase and sale of any commodity 
including stocks and shares is settled otherwise than by 
tho actual delivei^'^ or transfer of the commodity or scrips. 

Speculative transactions in different c,ommodities or 
in different markets are regarded as one. 

In order not to hamper unnecessarily certain hedging 
contracts entered into in the normal course of a person’s 
business, it has been provided that the above restriction 
does not appl}' to the following types of speculative 
transactions ;— 

( /) Contracts i n respect of raw materials nr mer** 
efiandigio entered into by a person in the 
normal course of his business as a safeguard, 
against losses arising from future fluctuations 
in price in respect of his contracts for aotuai 
delivery of his goods. - ‘ , 
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( // ) Contracts in respect of stocks and shares entered 
into by a dealer or investor as a safeguard 
against loss in his stock or share-holding 
through price fluctuations. • 

(//V) Contracts entered into by a member of a forward 
market or stock exchange to guard against 
any loss that is likely to arise in the ordinary 
course of his business. 

(3) The business, profession or vocation should have 
been carried on at any time during the previous year, but 
not necessarily throughout the year. If the business was 
carried on in the previous year, its profits would be taxa¬ 
ble although it may not be carried on in the assessment 
year. If the business was carried on during some part 
of the previous year but not throughout that year, the 
source of income would be in existence in the year and 
the profits would be taxable though collected in that year 
after the closure of the business. In such a case, if the 
accounts are maintained on accrual basis no difficulty can 
arise because the profits must necessarily accrue during 
the time the business was being carried on, and after the 
closure of the business there remains nothing to accrue. 
On tlie other hand, if the accounts are kept on the cash 
basis, the profits which are received during the previous 
year but after the closure of the business would still be 
profits liable to tax on the receipt basis. 

Illustrations 

(z) An engineer, who kept his accounts on the cash system 
and whose accounting year ended on 3 ist December, discontinued 
his profession on 15th March 1955 when there were certain pro¬ 
fessional fees outstanding, and these he realised after the disconti¬ 
nuance of his profession but before 3 ist December 1955. Such a 
receipt is a revenue receipt. Had the outstanding fees been realised 
after 3 ist December 1955, they would have'been a capital receipt 
not liable to tax, because there would be no source of income in 
existence in the year 1956. 

(a) A business adopted the mercantile accountancy system 
and closed its books on 3 zst December each year. In the accoun' 
ting year i 954 it wrote off a bad debt, which wts allowed in its 
assessment for 1955*56. The business was discontinued on 3xst 
December 1954. If this bad debt is recovered after the closure of 
the business/ it would be capital receipt not liable to tax owing to 
the disappearance of the source of income in the year when the bad 
debt is recovered. Of [course, if the business were continued, 
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the recovery of the bad debt would be a revenue receipt liable 
to tax. 

(4) profits made in winding-up a business or pro¬ 
fession by merely realising the assets are not taxable, 
because no business is carried on in that case But the 
profits would be assessable if the process of winding-up is 
such as to involve the carrying on of a trade. When a 
business is closed and its stock in-trade is sold, the profit 
resulting therefrom is taxable, because there is no distinc¬ 
tion for income-tax purposes between an ordinary sale and 
a realisation sale, the object in either case being to dispose 
of the goods at a profit. But when there is a sale of the 
whole business and a transfer of all the assets (including 
stock-in-trade; for a single unapportioned consideration, 
there cannot be said to be any profit realised on the ssle 
of stock-in-trade which is sold with all tVie other assets, 

(6) Under sections 9 and 10, it is not only the legal 
ownership that has to be looked to, but the courts can also 
go into the question of beneficial ownership and decide 
who should be held liable for the ta.x after taking into 
account the question as to who is as matter of fact in 
receipt of the income which w'as going to be taxed. 

Illustration 

A firm entered into an agreement to purchase a mill fev a 
company which it intended to float and obtained possession of the 
mifl on loth December i 942 on behalf of the company. The com¬ 
pany wa3 actually floated on nth December x949 and the sale deed 
was executed in its favour on 2nd January i 945 . The company 
chose to accept the profits made before its incorporation and 
treated the promoters as accountable for all the profits made after 
xoth December 1942. 

In whose hands will profits be taxed and why ? 

If the promoters of a compaay carry on business oa behalf of 
a company which they intend to float, then on the incorporation 
of the company, the latter has a right to either accept what has 
been done on its behalf by the promoters or repudiate the same. 
If the company accepts what the promoters have done on its 
behalf it has a right to claim from the promoters the entire income 
far the period during which business was carried on for the benefit 
of the company* Though strictly speaking it cannot be said that a 
person is a trustee fo|*a beneficiary pot in existence, it is established 
tew that, on the company being floated, a relationship between the 
promoter and a company that he has floated must be deemed to be 
a fiduciary relationship from the day the work of the floating oi 
the company had started. ^ 
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• Under section lo, it is not only the legal ownership but also* 
the question of beneficial ownership that has to be looked intoit 
In this case the company has adopted the action of the promoters 
and has decided to take over the business. Therefore the profit^- 
for the whole period during which the promoters ran the business 
which they had to hand over to the company and which they could 
not claim chat they had a right to keep for their own benefit became 
income of the company, and would be taxed in the hands of the 
company even though it relates to a period prior to its incorporation 
1^5 LT.R. iV v) 

(b) For income-tax purposes, each year is a self- 
contained accounting period, the income tax authorities 
can onlv take into consideration the income made in that 
year, and they are not concerned with potential profits 
which ifiriv be made in another year any more than they 
are concerned with losses which may occur in the future. 
An ass6ss6e cannot bo taxed on fictional sales and he 
ca.nnot be taxed on prospective profits. 

Illustrations 

An assessec was a dealer in silver and shares and he was the 
sole owner of the business. He maintained his accounts according 
to the mercantile system and valued his stock at cost price both 
at the beginning and at the end of a year. During the relevant 
year of account he withdrew some silver bars and shares irom the 
business and settled them on certain trusts in which he was the 
managing trustee. He credited the business accounts with the cost 
price of the bars and shares so withdrawn. The income-tax autho¬ 
rities held that the assessee derived income from the stock-in-trade 
thus transferred and assessed him on a certain sum being the 
difference between the cost price of the silver bars and shares and 
their market price at the date of their withdrawal from the 
business. 

It was held by the Supreme Court thafl? no income arose to 
the |KSsessee as a result of the transfer of shares and silver bars to 
the trustees {24 I.T.R. 60 G). The following extracts from the 
Supreme Court's judgement arc important:— 

^*It is well recognised that in revenue cases regard must be had 
€6 the substance of the transaction rather than to its mere form. 

In the present case, disregarding technicalities, it is impossible to 
get away from the fact that the business is owned and run by the 
assessee himself. In such circumstances, we are of opinion that it 
is wholly unreal and artificial to separate the business from its 
owner and treat them as if they were separate entities trading with 
each other and then by means of a fictional sal| introduce a fictional 
profit which in truth and in fact is non-existent. Cut away the 
fictions and you reach the position that the man is supposed'to be 
selling to himself and thereby making a profit out qf himself which 
on the face of it is not only absurd but against all canons of 



BUSINESS PROFITS 


mercantile and income-tax law, and worse. He may keep it and 
not show a profit. He may sell it to another at a loss and cannot 
be taxed because he cannot be compelled to sell at a profit But 
in this purely fictional sale to himself he is compelled to sell at a 
fictional profit when the market rises in order that hema/bc- 
compelled to pay to Government a tax which is anything but 
fictional. 

^'Consider this simple illustration. A man trades in rice andl 
also uses rice for his family consumption. The bags arc all stored 
in one godown and he draws upon his stock as and when he finds 
it necessary to do so, now for his business, now for his own use. 
What he keeps for his own personal use cannot be taxed however 
much the market rises ; nor can he be taxed on what he gives 
away from his own personal stock, nor, so far as his shop is- 
concerned, can he be compelled to sell at a profit. What he 
chooses to do with the rice in his godown is no concern of the 
Income-Tax Department provided always that he does not sell it or 
otherwise make a profit out of it. He can consume it, or give it 
away, or just let it rot. How can he be said to have made an income 
personally or his business a profit, because he uses lo bags out of 
his godown for a feast for the marriage of his daughter 1” 

(7) ITiidev section 1(1 (2A\ where for the pnrpose- 
of computing’ business profits an allowance or deduction 
h s been made in a ])ast assessmono in res^iecb of any loss, 
oxpienditnro nr trading liability incurred by the assesseev 
and subse(inontly tb(' assessee has received, whether in 
cash or in any other manner, any amount in respect of 
such los 3 or expenditure or has obtained some benefit in¬ 
respect of such trading liability by way of remission or- 
cessation thereof, th(' n.mount received by him or the value^ 
of the benefit accruing to him shall bo deemed to be profits 
of the year of recoi^)t or accrual. 

(8) Under section 10 (5A), com|X'nsabion for termi¬ 
nation of agencies is deemed to b(> profits of a business and' 
is liable to tax accordingly. 

All compensation or other pa}Tiients due to or re¬ 
ceived by a person on the termination or modification of 
any managing or other agency agreements or an agreement 
relating to his office of profit (if be is not chargeable under 
section 7 in A)spBcj} thereof) are liable to tax with effect 
from the assessment yeai- 1955-513. It is not necessary for 
the application of this section that the right to the com¬ 
pensation should have arisen only in the previous year, 
Ejen, oompensatiou inoueys payable before the previouas 
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year will be liable to tax if they are in fact received in the 
previous year. 

The compensation moneys will be included in the 
total income and charged to tax at the approprig.te rate for 
that total income ; but if the assessee so elects the income 
other than the compensation will be taxed at the rate 
applicable to such income and the compensation income 
will be taxed at the average of the rates of the income-tax 
and super-tax charged on the assessee for the three preced¬ 
ing years. 

(9) When an isolated transaction of purchase and 
resale is an adventure in the nature of trade, in determining 
the profits made by an assessee in such a transaction, expen¬ 
diture incurred by the assessee in respect of that transaction 
during the years prior to the year of account cannot bo 
disallowed on the ground that it was not incurred in the 
year of account. If the real profits made by the assessee 
in the transaction, from a commercial point of view, can 
only be arrived at by taking into consideration the expendi¬ 
ture incurred in the prior years also, credit must be given 
to the assessee in respect of such expenditure even though 
it may not strictly fall within the ambit of section 10. 
Oj /, T. R jp2), 

(10) Income-Tax Authorities cannot ignore the 
ordinary principles of commercial expediency simply 
because they are not codified anywhere. What the Income- 
Tax Act purports to tax is business profits, and business 
profits are the true profits of a business as ascertained 
according to commercial principles. There may be an 
expenditure or there may be a loss which maj^ not he an 
admissible loss under any of the provisions of section 10 
{2) and yet such an exi)enditure or loss would have to be 
allowed in order to determine what were the true profits of 
a business, and it is the duty of every one who has any¬ 
thing to do with taxing business people to understand what 
are the principles of commercial expediency. Unless one 
understands these principles it is difficult to make a proper 
assessment on a business or on a business man. 

" (jfz./. T. R. 

Deductions. The charge under section 10 is not on 
gross r^ipts of a business, profession or vocation, but on 
its profits and gains. The two words profits and gaiijs 
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mean the same thing. They are not defined by law ; 
but subject to the special requirements of the Act, profits 
are to be ascertained on principles of commercial acceunting. 

Section 10 (2) expressly provides for certain allow¬ 
ances to be deducted from gross receipts and section 10 (4) 
expressly prohibits certain deductions ; but before dealing 
with these express allowances and prohibitions, some general 
principles governing the computation of taxable profits may 
be considered. These are :— 

(1) Profits should be computed in accordance with 
the method of accounting regularly employed by the 
assessee, provided the true profits can be deduced from 
such method. The various methods of accounting adopted 
by business and professional men will le explained later in 
this chapter. 

(2) Expenses expressly allowed should be deducted 
from gross receipts, and expenses expressly or impliedly 
disallowed should not bo so deducted. 

(3) Certain essential expenses (which are neither 
expressly allowed nor disallowed) and business losses 
(though not expressly allowed) should be deducted from 
gross receipts, provided such expenses and losses are of a 
non-capital nature and are not merely connected with the 
trade but are really incidental to the trade. It must 
however be noted that an assessee is not permitted to make 
all deductions which a prudent trader would make in 
ascertaining his own profits. 

(4) Deductions can be permitted only in respect of 
those expenses ajid losses which are incurred in the 
relevant accounting year. For the purpose of computing 
yearly profits, each year is a separate self-contained period 
of time in regard to which profits earned or expenses and 
losses incurred before its commencement are irrelevant. 
Similarly, expenditure incurred subsequent to the aeooiint- 
ing year cannot be allowed as a deduction. 

(6) A deduction can be allowed only in respect of 
expenditure which is incurred for the purpose of the 
assessee’s own business. If an assessee carries on several 
distinct businesses, the profits of each business must be 
computed separately. If one of the business is assessable 
under , the Act, while another is not, the allowances 
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relating to ithe non-taxable business cannot be deducted in 
computing the profits of the taxable business. 

Where an assessee carries on different varieties of 
trade, commerce or manufacture, eacl; variety .will have to 
bo regarded as a separate business, unless one or more 
varieties are so closely connected with each other as to bo 
capable of being regarded as one business. Where several 
businesses are carried on, it is a question of fact whether 
the businesses are separate and distinct or whether they 
are so interlocked with the main business of the assessee 
as to be really branches of one and the same business. If 
a company carries op several concerns, all those concerns 
do not necessarily constitute one business. j\Iere common 
ownership does not mean that they are merely branches 
of the same business. At the same time, the mere fact 
til at the two businesses are of a distinct nature does not 
iiocossarily mean that they are distinct businesses. There 
may be two branches of a multiple store, one selling drugs 
and the other selling cloth. Nobody would suggest that these 
tw») departments (constitute two different businesses. The 
fac-t that the accounts of two businesses are kept separately 
does not necessarily make them distinct businesses. 

While the profits of each distinct business must be 
computed separately, the profits of all the branches of one 
business may be computed together. If the result of the 
various businesses is a loss, it can be setoff against 
income under any other hecid under section 24 (1); and 
according to section 24 (2), any loss remaining after such 
sot-off may be carried forward and ;get-off against the 
profits of the assessee from any business. ’ 

(6) Allowances which relate to a business closed 
before the- commencement of the aocounting year cannot 
be deducted from the profits of a separate existing busi¬ 
ness. The general rule is that the allowances of a dead 
business become capital losses. 

Expenses expressly allowed. 

The various deductions expressjy provided for by 
section 10 (2) are given in its clause8‘^(i) to (xv). Clause 
(xv) is the residuary clause extending the allowance to 
items of business expenditure not covered by the preceding 
clauses. The allowances are *.— 
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(i) Eent paid for premises in which the business, 
profession or vocation is carried on. “Paid” means 
actual payment where the cash method of accounting is 
employed by the assessee. while it means expenditure 
incurred though not paid where the mercantile system of 
accounting is adopted. 

When any substantial part of the premises is used 
as a dwelling house by the assessee, the proportional 
annual value of the part so used must be deduct^ from 
the rent and only the balance will be allowed. 

If the premises are owned by the owner of the 
business, no allowance on account of rent is permitted, 
because the owner is not liable to pay tax on the income 
of the property. 

Where a portion of the building owned by the 
assessee and used for purposes of his business is let out 
to the employees of the business, whose residence there 
is necessary for the efficient conduct of the business^ the 
rent collected from the employees has to be assessed as 
income from business and not under the head “property”. 

The rent allowed is in respect of premises in which 
the business, profession or vocation is actually carried on. 
If the premises are taken on lease for business purposes 
for a term of years and, while the lease has still some 
years to run, the business ceases to be carried on in those 
premises but is carried on elsewhere, the rent paid for 
the premises after the business has ceased to be carried 
on there would ^ot be allowed under this clause but 
would be allowable under clause (xv). 

(r/) llepairs of piemises where the assessee is the 
tenant only and has undertaken to bear the cost of repairs. 
Where any substantral part of the premises is used as a 
residence by the assessee, the same proportion of the cost of 
repairs would be allowed as is taken in calculating the rent 
permissible, 

{Hi) Interest pnd on capital borrowed for the purposes 
of the business^ profession or vocation. Interest on capital 
borrowed and employed in the business is allowable even 
if its payment is contingent upon the earning of profits. 
The borrowing must however be genuine and not bogus, 
If^ for .instance, debentures are issued by a private company 
to another company, and this latter compainy'^ issues in 



Z 26 


INCOME-TAX 


turn its own debentures to the near relatives of the share¬ 
holders of the former private company, the borrowing is 
merely a fake in order to avoid tax. 

The proviso to this clause prohibits allowance on 
account of (a) interest liable to tax bub payable abroad 
save under certain conditions stated in the previous 
chapter under the head interest on securities and (b) 
interest paid by a firm to a partner whether on his capital 
or on his loan. 

All that this clause requires, to entitle an assessee to 
claim an allowance in respect of interest paid on borrowed 
capital is : (i) that the money (i. e., the capital) must have 
been borrowed by the assessee, (ii) the amount must have 
been borrowed for the purpose of the business of the 
assessee, and (iii) the assessee should have paid as interest 
the amount claimed as an allowance. If these conditions 
are satisfied, the income tax authorities are bound to allow 
the amount which has in fact been paid as interest; they 
have no power to reduce the quantum paid as interest to 
anything considered reasonable by them on subjective 
or objective standards (^/ /. T. R. 8o^). 

{iv) Premiums paid for insurance against the risk of 
damage or destruction of buildings, machinery, plant, 
furniture, stock or stores, used for purposes, of the business 
profession or vocation. Any other insurance is not covered 
by this clause, but may be allowable under clause (xv). 
Sums not actually expended on the premiums, but merely 
set aside as a reserve for insurance, cai^not be allowed as 
deduction. 

(j') The amount paid on account of current repairs 
to buildings, machinery, plant or furniture used for pur¬ 
poses of the business, profession or vocation. In order to 
obtain this deduction the assessee has to satisfy the Depart¬ 
ment that the expenditure that he has made was for the 
purpose of repairs to his building, machinery, plant or 
furniture, and also that those repairs were current repairs. 

Tne expression “ourreut repairs’’ tbferefore means 
expenditure on buildings,' machinery,»plant or furniture, 
which is not for the purptyse of renewal, which is only for 
the purpose of preserving or maintaining an already 
existing asset, which does not bring a new asset into exis¬ 
tence or does not give to the assessee a new or diftere&t 
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advantage, and they must be repairs which are attended to 
as and when the need for them arises. 

The question as to when a building, machinery, plant 
or furniture requires repairs and when the need arises 
must be decided not by any^ academic or theoretical test 
but must be decided by the test of commercial expediency. 
It is for a business man primarily to decide when his. 
building, machinery, plant or furniture requires repairs. 

(w), {via) {vib) and {vii). These four clauses deal 
with depreciation allowance and development rebate which 
are discussed in detail in the next chapter. 

{vHi) Loss on the sale of dead or useless animals 
used for purposes of the business, profession or vocation 
otherwise than as stock-in-trade. 

(ix) The amount paid on account of land revenue, 
local rates or municipal taxes in respect of such part of the 
premises as is used for purposes of the business, profession 
or vocation. No allowance can be claimed on account of 
any other rates or taxes what-so-ever. 

(^) Bonus or commission to employees. Only bona 
fide payments of bonus or commission to employees for 
services rendered are allowable on the following condi¬ 
tions :— 

(1) That it should not have been payable to them 
as profits or dividend if it had not been paid 
as bonus or commission. This is to prevent 
the partners of a firm or the members of a 
private company from escaping tax by distri¬ 
buting their profits, by way of bonus or 
commission, to themselves as employees of 
their own firm or company, instead of 
distributing the moneys as profits or dividend. 
However, in order to deprive an assessee of 
the benefit of this clause, it is necessary that 
the same sum should be paid by way of bonus 
or commission as would otherwise have been 
payable to the employees as profits or divi¬ 
dend.* Thus, where the shareholders of a 
private company are also employees in their 
own company and receive a bonus by referea- 
ce to their salaries and not to their share¬ 
holding in this company, the bonus would bo 
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an admissible deduction under this clause, for 
in such a case the employees may get more or 
less by way of bonus than they j^ould have 
got by way of dividend When a particular 
amount was paid by way of bonus to an 
employee, it would not be an admissible 
deduction if the same amount would have 
been paid to him as dividend or profit. This 
clause means that the profits of a business 
will not be allowed to be dwindled by merely 
describing the payment as bonus, if the pay¬ 
ment is in lieu of dividend or profit {14 
7.T.R, 647 ). 

(2) That the amount of the bonus or commission 
must be reasonable having regard to a) the 
pay of the employee and the conditions of his 
service, (b) the profits of the business for the 
year in question, and (c) the general practice 
in similar businesses. In determining the 
reasonableness of the bonus or commission 
all these three factors should, at the samo 
time, be taken into consideration. It is not 
sufficient to take one or two of these factors 
into consideration ( 24 I T.R. j 66 ). 

Whether the payment of the bonus or commission is 
voluntary or contractual, such an emolument is a permissi¬ 
ble deduction only if the emolument is of a reasonable 
amount. Payments on account of bopus or commission 
are normally allowed as a deduction unless there are 
grounds for suspecting that the amount of bonus or 
commission has been fixed with a view to avoidance of 
tax by the employer. 

It is settled law that reasonableness of the pa.yment 
has to be judged not on the subjective standard of the 
assessing authorities but from the point of view of commer¬ 
cial expediency. In deciding whether remuneration paid 
to an employee by way of commission constitfttes a reason¬ 
able expenditure, all the circumstances specifically referred 
to in the proviso to section 10 (2) (x), judged from the 
view of a normal prudent business man, must be taken 
into account { l.T.R. 7$4 ). 

{p<i) Under this clause, bad and doubtful debts of a 
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business, profession or vocation and the irrecoverable loans 
of a banking or money lending business are allowable as a 
deduction. The distinction between a bad debt and an 
irrecoverable loan is as follows : — 

A bad debt is an irrecoverable book debt of a 
business, profession or vocation, whose accounts are kept 
on the mercantile basis. Where the accounts are kept on 
the mercantile basis, credit is taken for all transactions 
made on credit basis and they are treated as received by 
the assessee and tax is paid on such book profits, so that 
ultimately when it turns out that either the whole or a 
portion of those book profits is not recoverable, then to 
that extent tax has been overpaid, and unless such irre¬ 
coverable portion is treated as a loss and deducted from 
the profits of a later year, needless tax would have been 
paid merely by reason of the method of accounting adopted. 
Thus bid debts can arise only in those businesse sthe 
accounts of which are kept on tha mercantile basis. 

An irrecoverable loan can arise only in a money- 
lending or banking business of which the accounts are 
kept on the cash basis. This is because cash lent to 
constituents is the stock-in trade in the case of a banker or 
money-lender. 

An allowance for bad debts or irrecoverable loans is 
made on the following conditions :— 

(1) The bad debt or irrecoverable loan must be in 

respect of a business carried on by the assessee 
in the relevant accounting year. 

(2) The debts must be in respect of and incidental 

to the business, profession or vocation, and 
the loans must be made in the ordinary course 
of a banking or money-lending business. No 
deduction for bad debts is allowed unless the 
debts are in respect of and incidental to the 
business, profession or vocation and unless the 
loans are made in the ordinary course of 
banking or money-lending business. If a debt 
due to the assessee is not incidental to the 
business or if a Iban was advanced by the 
assessee as a matter of commercial expediency 
or out of motives of business relationship, no 

* . 9 
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allowance can be claimed in respect of such a 
debt or loan, and the loss must be treated as 
a capital loss. 

(3) The debt or loan must have become irrecovera- 

able in the relevant accounting year and not 
prior to that year. It is not left to the 
creditor’s choice to determine when a particu¬ 
lar debt became a bad debt or irrecoverable, 
nor is it left to the banker or money-lender 
to decide when a loan or part of it became 
irrecoverable by merely writing off the debt 
or the loan or part of it in his books. One of 
the conditions is the waiting off of the bad 
debt or the loan which has become irrecovera¬ 
ble, but that is not sufficient. The assessee 
must satisfy the Income-Tax Officer that in 
fact the debt or the loan became irrecoverable 
in the year of account. A loan becomes 
irrecoverable or a debt becomes a bad debt 
when the creditor has no reasonable expecta¬ 
tions of recovering it from the debtor or 
when there is no ray of hope at all on which 
the creditor can rely for recovering the amount 
from his debtor. So long as there is any ray 
of hope left to recover a debt, however dim it 
may be, and so long as a debt is in the process 
of realisation it cannot be said that it has 
become irrecoverable. 

(4) The allowance is confined only to such sum, in 

respect of bad debts or irrecoverable loans as 
the Income-Tax Officer may estimate to be 
irrecoverable ; but the sum allowed as a bad 
debt should not exceed the amount actually 
written off as irrecoverable in the books of 
the assessee. While the Income-Tax Officer 
is given a discretion to allow such amount as 
he himself may estimate to b^ irrecoverable, 
a maximum ^ limit is at the same time set 
beyond which' he may not* go. It is not even 
a requirement of the section that a debt which 
the Income-Tax Officer may treat as irrecove¬ 
rable must be written off at all. All that the 
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section means is that if a debt has actually 
been written off by the assesses in his books 
as irrecoverable in a particular year, then the 
Income-Tax Officer, in making an allowance 
in respect of bad debts for that year, must not 
allow anything in excess of the amount which 
the assessee himself has written off. 

The “writing off’’ of a bad debt is a technical 
term. When a bad or doubtful debt is 
written off, a debit entry is made in the profit 
and loss account, but there are two methods 
of making the corresponding credit entry, 
namely, either in the debtor’s account or in 
the bad and doubtful debts (or suspense) 
account. The first method will be employed 
where it is desired to close the account of the 
debtor, while the second method is employed 
whore there are some chances of recovery 
howsoever remote they may be {24 I.T.K. 

(5) That if the amount ultimately recovered on a 
book debt or a loan is greater than the 
difference between the w^hole debt or loan and 
the amount so allowed, the excess would be 
deemed to be a taxable profit of the year in 
which it is recovered, and, if less, the defici¬ 
ency would be allowed in that year as a 
business expense. 

Where a Hindu undivided family business is parti¬ 
tioned or a firm m dissolved, and the debts due to the 
family business or the firm are divided between the mem¬ 
bers of the family or the partners, what the members or 
partners get by way of a share in the assets of the old 
business become capital in their hands, and if any of the 
debts become irrecoverable, the loss would bo a capital 
loss. But the allowance would be permissible where the 
loans advanced by the old business have become the 
circulating capital of the new* business. It is not nece¬ 
ssary that the debtor should ent^er into a fresh agreement 
to pay to the new concern the debt owing by him to the 
defunct family business or firm. 

(xiti) and {xiy )—These three clauses deal with 
expenditure on scientific research related to the business 
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carried on by the asaessee. A deduoiion in respect of 
any revenue expenditure incurred by the assesseo of 
scientific research is allowed by clause (xii). Clause (xiii) 
grants an allowance for any sum paid to sm approved 
association, university, college or other institution to be 
used for scientific research, research in social science or 
statistical research related to the class of business carried 
on. Clause (xiv) provides that capital expenditure on 
scientific research should be spread over five consecutive 
years, one-fifth of the amount being allowed each year. 
The second proviso to this clause contains provisions 
similar to those of the provisos to clause (vii) which are 
explained in the next chapter, 

(xu) This clause authorises the d eduction of any 
expenditure (not being in the nature of capital expenditure 
or the personal expenses of the assesses) laid out or expen¬ 
ded wholly and exclusively for the purposes of a business, 
profession or vocation. This clause would cover the bulk 
of the out goings of a business and authorise the deduction 
of what would, in mo§t cases, be the main expenditure of 
a trade or business. 

An allowance under this clause is admissible only 
when it is not covered by the preceding clauses. If any 
claim falls under any of the preceding clauses it should be 
allowed only under that clause. 

The Bombay High Court has laid down as a dictum 
that in view of the very strict limitations placed by the 
Legislature upon a deduction falling under section 10 (2) 
{xv), it is necessary and desirable that as liberal an inter¬ 
pretation as possible should be put upon the right of an 
assessee to claim deductions under clauses (i) to (xiv) of 
section 10 (2). 

It is an established principle that if a deduction, 
though not specifically allowed, is necessary to be made 
in order to ascertain the profits of a business, profession 
or vocation according to ordinary commercial practice, 
it ought to be allowed, provided there is ,no prohibition 
against such allowance in the statute., The deduction of 
expenditure incurred for the trade or business is indeed 
involved in the very idea of profits, and the profits of a 
business have to ^ ascertained according to ordinary 
methods of commercial trading, subject to such provisions 
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of the Act as require a departure therefrom by way of 
prohibition of certain deductions. 

The following conditions must be fulfilled in order 
that a particular item of expenditure may be allowed under 
this clause ;— 

(1) It must be an expenditure and not a sharing of 
profits. A payment may be a payment of a share of 
profits simpliciter or a payment may be an item of expendi¬ 
ture the calculation of which is made with reference to 
the profits. If the payment falls in the first class, it cannot 
be deducted in calculating taxable profits, but if the pay¬ 
ment falls in the second class, it can be deducted under 
section 10 ('2>) (xv) as a payment laid out or expended 
wholly or exclusively for the purpose of the trade. 

An assessee company agreed to pay one-half of its 
net profits for a certain number of years to another com¬ 
pany as part of the consideration for certain advantages 
which the assessee company derived from the agreement. 
As the agreement represents a joint adventure, the payment 
of a moiety of profits is not admissible as a deduction. 

A person paid a ginning company its normal ginning 
charges for getting his cotton ginned, and he also paid 
one-third of his profits in consideration of the company 
agreeing not to gin cotton for anyone else. The payment 
of the share of profits is not a business expense, as the 
arrangement between the parties is a joint adventure. 

The commission payable to employees and agents 
and ascertained by reference to profits is however allow¬ 
able as a business expense. 

(*2) It must not Ije of a capital nature or a personal 
expense of the assessee. What is capital expenditure has 
already been considered in a previous chapter. Personal 
expenses of the assessee are incurred for his domestic or 
private purposes, and they are not allowed even if they 
are necessiated by business or professional activities. 

If an assessee lets his own house and himself lives 
in a rented one? the rent paid by him is a personal expense. 
A person contracts an illness as result of his professional 
work and incurs medical expenses. The medical expenses 
are personal expenses. 

(3) It must be laid out or expen led wholly and 
exclusively for the purposes of the business, profession or 
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vocation, i.e., for the purpose of enabling a person to carry 
on a trade and earn profits. The expenditure allowed is 
that which is incurred for that purpose. One test to be 
applied is whether the expenditure is incurred by the 
assesses in his capacity as a trader or whether it is incurred 
in some other capacity, as a householder. If it is 
incurred in the assessee’s capacity as a trader, it is deducti¬ 
ble as being for the purpose of his business. It is not 
enough that the expenditure is connected with the trade, 
it must really be incidental to the trade. 

Compensation paid by an inn-keeper on account of 
injuries caused to a visitor staying at the inn by the falling 
in of a chimney or compensation paid by a grocer to a 
man who was injured while walking on the street by the 
falling of a window shutter of the grocer’s shop, is not 
allowable as a business expense, because the liability falls 
upon the assesses not as a trader but as a householder. 

Whether or not a particular expenditure has been 
incurred solely to earn profits depends in each case on the 
nature of the business, commercial practice, the nature of 
the expenditure and other circumstances. It is not there¬ 
fore possible to enumerate what would and what would not 
be admissible under clause (xv). 

d’hough clause (xv) does not in express terms say so, 
the clause must, by necessary intendment, be understood 
as referring to expenditure which is laid out or expended 
for the purpose of carrying on the business of the assessee 
law fully. If certain expenses 'would not have been neces¬ 
sary had the assessee carried on his business lawfully, and 
they became necessary because he has committed an 
unlawful act or has carried on the business in a manner 
prohibited by law, those expenses cannot fall within the 
ambit of section 10 (2) (xv). 

The distinction between section 10 (2) (x) and 
section 10 (2) (xv) may be pointed out. Section 10 (2) 
(x) deals with the bonus or commission to be paid to an 
employee. In a case falling under section 10 (2) (x) 
it is not sufficient for the .assessee to establish that he has 
paid a bonus or a commission to his employee. He has 
further to satisfy the taxing department that the bonus or 
eommission is of a reasonable amount and the law has laid 
down certain tests which have got to be applied in"ord& 
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to determine whether the bonus or commission is a reason¬ 
able one or not. But before an assessee can become 
entitled to an allowance under section 10 (2) Cxv) he must 
satisfy the department of the purpose for which the amount 
is spent. Although the department is not entitled to go 
into the reasonability of the expense, the department is 
entitled to be satisfied as to the commercial necessity for 
expending the amount. 

The following are examples of expenditure allowed 
or disallowed under section 10 (2) (xv) :— 

1. Legal expenses are allowed when they are in¬ 
curred by an assessee in his capacity as a trader, in other 
words, when the transaction in respect of which legal 
proceedings are taken is incidental to the assessee’s busi¬ 
ness or profession. It makes no difference whether the 
legal expenses are incurred in civil or criminal proceedings 
and whether the assessee is the plaintiff or defendant, 
complnlnant or accused. 

Legal expenses incurred for the following purposes 
are allowable, as being incidental to business - 

(a) To avoid a business liability, e.g., for alleged 
brea(;h of a trading contract. 

(h) To defend the assesseo’s title to assets. 

(c) To secure the termination of a disadvantageous 
trading relationship. 

id) To bring a suit to restrain use of a trade mark. 

To defend a suit to restrain use of a trade mark. 

Legal expenses incurred in fighting income-tax liabi¬ 
lity or in defendifig an action in which there are allegations 
reflecting upon the assessee’s business integrity are not 
deductible, as not being for the purpose of business. 

Legal expenses incurred by an assessee in defending 
himself when he is prosecuted for bron.ch of any law are 
not an allowable deduction as they are not incurred wholly 
and exclusively for the purpose of the business. It is 
immaterial whether the defence is successful or unsuccessful. 

2. Damages paid by an assessee are allowable if 
they are incurred rfn his capacity as a trader. Compensari 
tion payable as a result of negligence in carrying on the 
business is allowable, but damages occasioned by deliberate 
and dishonest breaches of contract are not deductible aa 

• business expenditure. 
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3. Remuneration paid to employees is allowable 
if the payment is made solely and exclusively for the 
purpose of the business. It is left to an employer to deter¬ 
mine for himself in what manner he should remunerate his 
employees, but the law requires that whatever amount he 
pays to his employees must be wholly and exclusively for 
the purpose of his business, and it is therefore for the 
Income Tax Officer to decide whether any remuneration 
paid by the employer to his employees has been wholly 
and exclusively expended for the purpose of his business. 
It is open to the Income-Tax Officer to take into considera¬ 
tion various factors which go to show whether the 
amount was paid as recpiired by law. For instance, he 
may take into consideration whether the moneys were 
paid to a near relation of the employer, the extent of the 
business, the particular services rendered by the employee, 
and so on. 

Pensions, gratuities and other \oluiitary payments 
made to employees, in order to retain the services of the 
staff and to increase their efficiency, are deductible, as 
being wholly and exclusively laid out for the purpose of 
the trade. On the other hand, voluntary pensions and 
lump sum payments made by a company to its employees 
on its winding-up are not allowable as being made for the 
purpose of business. 

A payment of a gratuity to a retiring employee in 
recognition of his past services, with nothing more, cannot 
satisfy the requirements of section 10 (2) (xv) even if those 
requirements are judged from the view point of commercial 
expediency, as it always should he, when a claim arises 
under section 10 (2) (xv ; for, unless the expenditure was 
incurred in the future interests of the business of the 
assessee and there was a connection between the purpose 
of the payment and the further conduct of the business 
of the assessee, it could not be said that, in paying 
the gratuity, the money was laid out or expended wholly 
and exclusively for the purpose of the bustnoss of the 
assessee I. T. 1^. 

A company paid a sum of Rs. 40,000 as gratuity to 
a person who was for some years its manager and one of its 
directors, on his retirement, in recognition of the valuajble 
services which he had rendered to the company. There 
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was nothing to j^how that the company used to piy such 
gratuity on the retirement of its employees and that person 
had accepted a low salary in the hope of getting any such 
gratuity on retirement, or that the payment was made in 
the interests of the future business of the company either 
to act as an incentive to the employees who were in service 
or to be recruited in future. It was held that the amount 
of Rs. 40,003 was not allowable as business expenditure 
under section 10 (2) (xv), as it w’as not incurred in the 
future interests of the business of the company or in any 
way connected with the future conduct of the business of 
the company. 

Compensation paid by an employer to an employee 
for loss of office is allowable in the hands of the employer 
but is taxable in the hands of the employee. From the 
employer’s point of view, the admissibility of the amount 
paid cannot be questioned provided the business continues. 
It is a rule that expenditure should only be allow^ed if it is 
incurred for the purpose of earning the profits of the busi¬ 
ness. Therefore a bonus or any other payment which 
relates to past services or to services up to the date of 
cessation of the business are allowable. 

Presents given to employees by way of gifts, and not 
as perquisites for services rendered, are not allowable. 

Bona fide expenditure of a revenue nature incurred 
for the welfare of employees is treated as business expendi¬ 
ture and allowed. 

4, Employer’s contributions to a recognised pro¬ 
vident fund or an approved superannuation fund are 
allow’ed. 

Contributions to an unrecognised provident fund 
made by an employer are allowable, if the fund is consti¬ 
tuted as an irrevocable trust and if no part of the employer’s 
contributions can be recovered by him. If the fund 
remains in the hands or under the control of the employer 
no contribution by him would be allowed as a deduction, 
but actual pa 3 fments of the employer’s contributions and 
the full amount of interest paid* to employees leaving the 
service would be allowed in the year in which such pay. 
ments are made, provided that effective arrangements are 
madq for the deduction of tax from such payments. 

^ Contributions to an unapproved superannuation fund 
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by an employer are allowable, if the fund is constituted 
as an irrevocable trust and if no part of employer’s con¬ 
tributions can be recovered by him. If the fund remains 
in the hands or under the control of the employer, no 
contribution by him would be allowed as a deduction, but 
actual payments of pensions to ex-employees, or to their 
widow^s or children would be allowed when the pensionary 
payment is a fixed and recurring one. No claims on 
account of pensions will however be entertained when they 
are paid to persons who have or who at any time had a 
share or interest in the business, profession or vocation. 

As a result of industrial courts’ awards, certain com¬ 
panies are now’ compelled to pay their retiring employees 
gratuities at certain specified rates, and with a view to 
making adequate provision for such gratuities employers 
usually create gratuity funds. Contributions by employers 
to such gratuity funds are allowable, if the fund is constitu¬ 
ted as an irrevocable trust and the rules of the fund 
contain spocitic provisions to safeguard the interest of 
revenue and of the employees. 

5. Premiums for insurance of buildings, machinery, 
plant, furniture, stock or stores are allowed under clause 
(iv). Premiums paid for other insurance are deductible 
under clause (xv). Such other insurance may be (a) 
against loss of profits consequent upon damage by fire, (b) 
on the life of an employee, who personally influences the 
business and whose death would cause a diminution of 
profits, or (c) against accident of employees as well as to 
cover the risk of liability under the Workmen’s Compen¬ 
sation Act. 

6. Cost of production, transport and marketing of 

goods, payments made to secure the benefit of the payee’s 
technical and financial knowledge and experience, or 
commission paid to the guarantors of the assessee’s tem¬ 
porary loans taken in the ordinary course of carrying on 
the business, have been held deductible, as moneys laid 
out for the purpose of the business. ♦ 

7. Compensation paid to agents. % Money paid by 
a company in a lump sum as compensation for loss of 
agency whereby the company relieved itself of future 
annual payments of commission chargeable to revenue 
is an allowable deduction. It must be noted that such ^ 
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receipt in the hands o{ the agent is a capital receipt though 
it is now taxable under section 10 (6A). Capital receipts 
do not necessarily spell capital expenditure and vice versa. 

Compensation paid for the cancellation of a contract, 
if it was one for goods and not for capital assets, is an 
admissible deduction. 

8. Subscriptions given by a business are allowed if 
their payment is compulsory or commercially expedient 
and of benefit to the payer. 

9. Presents and expenses incurred in connection with 
Diwali or mahurat or other customary day of opening new 
accounts are allowable subject to a maximum of Es. ‘200. 

10. Brokerage is allowable if it is paid for selling 
goods or for procuring orders, but not for raising long-term 
loans or securing capital. 

11. Audit and other accountancy charges incurred 
annually including expenses of settling the income-tax 
liability of an assessee are ordinarily allowed, but expenses 
connected with subsequent proceedings before the higher 
authorities will not be allowed. 

12. Advertising charges are allowed if they are incur¬ 
red in selling the goods in the ordinary course or in expan¬ 
ding an existing business. But advertising expenditure 
in connection with the opening of a new business or in 
extending the activities of a business in new directions 
would be capital expenditure. 

N.B .—Other examples of expenditure allowable under clause 
(xv) would be ^und in the chapter dealing with capital and 
revenue and also in chapter 23 containing some recent case law. 

Valuation of Stock 

The question of valuation of stock arises in the 
computation of business profits. In every day business, 
it is very seldom that a trader is able to sell every bit of 
the goods he purchases in a year. In computing the 
profit or loss for the year, it is therefore essential to take 
into account not only the sales but also the value cf what 
remains on han^ as stock, the cost of purchases in the year 
and the value of goods brought over from a preceding year. 

The problem of the valuation of stock presents two 
facets : (s) the quantum of stock and («) the rate at which 
thfe quantum is to to be valued for purposes of iiioome-taX*; 
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The trading stocks which remain on hand at the end of 
the year of account (/. e., closing stocks) become at the 
beginning of the succeeding year the opening gtocks for 
that year. The amount of the opening stocks cannot 
therefore differ from that of the corresponding closing 
stocks for the preceding year. 

To arrive at the correct quantum of stock, at least 
two operations are necessary ; first to list the goods unsold 
as on the last date of the accounting period and secondly, 
to check the correctness of such a list by reference to the 
goods owned and acquired during the accounting period 
and those disposed off in the same period. Without the 
second operation the stock list cannot be accepted as 
having been proved correct. In certain trades this verifica¬ 
tion is not easy either because an identificable description of 
sales is not possible as in the retail trade, or because, as in 
a manufacturing business, the purchases being of raw mate¬ 
rials and the sales being of goods manufactured out of them, 
a relative quantification of sales and purchases is difficult. 

As regards the valuation of stocks, the income-tax 
authorities require that, once a particular method of 
valuation is elected, the same method must be consistently 
followed from year to year, change being permissible only 
with the approval of the Income-Tax Officer. This is not 
expressly provided in the Act, but section 13 provides that 
profits shall be computed in accordance with the method 
of accounting regularly employed by the assesseo. A 
“method regularly employed” would incJiide the method 
of valuation of stock also. The courts have supported 
the view that a method of valuation once employed cannot 
be changed to suit the convenience of the assessee. 

In view of the fact that section 13 is sufficient for 
insisting on proper and constant valuation of stock, there 
is no need of introducing any rules in this connection. 
Such rules might fetter the discretion now enjoyed by 
the Income-Tax Officer to make exceptions in deserving 
cases. Thus, when goods are damaged by •fire, flood, 
white ants or other natural* causes, it te the practice of 
the income-tax authorities to allow the trader to reduce 
the value of stock by a reasonable amount. On the other 
hand, when there is an incremeht of stock as, for instance, 
in the case of a dealer in shares and securities by the 
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issue of bonus shares, although no actual expenditure is 
incurred on suoh increment, the stock including the bonus 
shares is valued at the average of the original shares. 

Under the approved methods of commercial account¬ 
ing, stock may he valued at cost price, at market price or 
at either cost or market price whichever is less. There 
is nothing in the income-tax law which either prescribes 
or supports any particular method of stock valuation. An 
assesses may adopt any method of stock valuation he 
chooses but he must stick to it. The other methods of 
valuation found in this country are (a) The valuation of 
the goods at one uniform rate irrespective of the fluctua¬ 
tions ; (h) The valuation of the goods at a rate reducing 
the cost or market rates by a certain percentage as a 
margin of safety ; and (^■) A valuation made at the 
discretion of the assesses without any definite system. 

In regard to the valuation of stock on the basis of 
cost or market price whichever is lower, there are two 
way? in which this can be done namely : 

( /) The ‘individual method’ or ‘pick and choose 
method’, and 
( a ) The ‘global method.’ 

Under the former method, one has to take the 
average cost or market va.lue whichever less in respect of 
each separate article of the stock ; whereas under the 
latter method, one has to arrive at two separate valuations 
of the entire closing stock (one the aggregate cost price of 
each of the articles, and the other the aggregate of the 
market value of 4he same articles) and to adopt the lower 
of the two valuations. Both these methods are acceptable 
for income-tax purposes. Thus— 

Stock Inventory 


Articles of Cost Price Market Price j Lower of Cost or 
Stock I Market Price 
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According to the individul method, the stock would 
be vilued at Ks. 23,0000 while according to the global 
method, it would be Ks. 24,000. 

When stock is valued at cost or market price which¬ 
ever lower, it is an exception to the general rule that a 
precautionary reserve for an anticipated loss is not allow¬ 
able and that no unrealised loss can bo set off against the 
profits of the year. 

To sum up, the position as regards the valuation of 
stock-in-trade is as follows — 

(f) The stocks should be valued at cost price or 
market rate whichever may be lower. 

(/V) Where any other method of valuing stock is 
adopted, it must be followed throughout. 

(«/) If the valuation of closing stocks is disturbed, 
the opening stocks must also be revalued on 
the same basis to arrive at the correct result 
of the year's working for the purpose of 
assessment. 

Some of the important legal decisions on the question 
of stock valuation are as under :— 

( 1 ) It is well-established that on general principles 
of commercial accounting, in the profit and loss account 
of a merchant’s or manufacturer’s business, the values of 
the trading stock in hand at the beginning and at the end 
of the accounting year should be entered at cost or market 
rate whichever is lower (C. I. T. v. Chari and Kam and 
C. I, T. V. Kaipur Manufacturing Co. Ltd.) 

(2) The assesses is free to adopt ^is own method 
of accounting, and, instead of valuing the stock at cost 
or market price whichever is lower, he may regularly 
employ the method of valuing it only at cost both at the 
beginning and at the end of every year irrespective of 
fluctuations in the market value, or always at the market 
rate irrespective of the question whether it is lower than 
cost, But whatever basis of valuation is adopted it must 
be adhered to consistently ; a casual departure from the 
basis of valuation cannot be accepted (C. t. T, v. Vises- 
wardas Gokuldas), " * 

( 3 ) The one thing that is essential is that there 
should be a definite method of valuation which should 
be carried through from year to year, so that in ease • 
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of any deviation from strict market values in the entry of 
the stock at the close of the year it will be rectified by the 
accounts in the next year (C.I.T. v. Ahmedahad Neu> Cotton 
Mills —Privy Council decision). 

(4) If there is any undervaluation, the stock should 
be revalued and brought up and it should be so done 
both with reference to the opening stock as well as the 
closing stock and not merely as regards the latter (C. I. T. 
V, Ahmedahad Neip Cotton mills —Pri%w' Council decision). 

Illustration 

What adjustment would be necessary for computing the 
taxable profits for the assessment years i 955-55 and 1956-5? in 
the following cases, the account year being the calendar year ? 

(а) A company has always valued its closing stock at cost ; 
but in the year 1954 its opening and closing stocks, appearing in 
the Profit & Loss Account at Rs. 4,50,000 and Rs. 6 , 3 o,ooo respec¬ 
tively, were valued at 10% below cost. The closing stock of 1955 
was again valued correctly at cost. 

(б) A company has always valued its closing stock at cost; 
but in the year i 954 its opening and closing stocks, appearing in 
the Profit & Loss Account at Rs. 6 , 3 o,ooo and Rs. 4,50,000 respec¬ 
tively, were valued at 10% below cost. The closing stock of i 955 
was again valued correctly at cost. 

(c) A company has always valued its closing stock at cost ; 
but in the year 1954 hs closing stock, appearing in the Profit & 
Loss Account at Rs. 9 ,00,000 was valued at 10% below cost. The 
closing stock of i 955 was again valued correctly at cost. 

(rt) The closing stock of i 953 amounting to Rs. 5,00,000 was 
correctly valued at cost; but when it became the opt ning stock of 

1954, It was revalued at 10% less and shown in the Profit & Loss 
Account for 1954 Rs. 4 , 5 o,ooo. It is obvious that in doing so 
Rs. 5 o,ooo must have been debited to some reserve account. 

By this deviation from the usual method of stock valuation, 
the figure of profit shown by the Profit & Loss Account has been 
understated by Rs. 20,000 as calculated below : 

Rs. 

Undervaluation of closing stock (i /9 of Rs.6,30,000) 70,000 

Undervaluation of opening stock (i /9 of Rs.4,50,000) 50,000 

20,000 

Thereforj in computing the taxable profits of i 954 for the 
assessment year 1955-56, Rs. 20,000 should be added to the figure 
of profits shown by Profit & L&ss Account. 

As a result of the undervaluation of the opening stock of 

1955, the profit shown by the Profit & Loss Account of that year 
is overstated by Rs. 7 o,ooo. Therefore in computing the taxable 
■profits of 1955 for the assessment year 1956-57, Rs. 70,000 shbtttd 
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be dcduacd from the figure of profits |hown by the Profit & Loss 
Account. 

(h) In this case also in revaluing the opening stock at io% 
below cost, Rs. 7p,ooo must have been debited to some reserve 
account. By this deviation from the usual method of stock 
valuation, the figure of profit shown by the Profit & Loss Account 
of i954 has been overstated by Rs. ao,ooo as calculated below : 

Rs. 

Undervaluation of opening stock (i/9 of Rs.6,5o,ooo) 70,000 

Undervaluation of closing stock (i/9 of Rs.4,5o,ooo) 50,000 

20,000 

Therefore in computing the taxable profits of 1954 for the 
assessment year i955“56, Rs,20,000 should be deducted from the 
figure of profits shown by the Profit & Loss Account. 

As a result of the undervaluation of the opening stock of 1955, 
the profit shown by the Profit & Loss Account of that year is over¬ 
stated by Rs. 5 o,ooo. Therefore in computing the taxable profits of 
1955 for the assessment year 1956-57 Rs. 5 o,ooo should be deduaed 
■from the figure of profits shown by the Profit & Loss Account. 

(c) The closing stock of i954 is undervalued by Rs.i,co,ooo 
(iy9 of Rs.9,00,000), and therefore the figure of profit shown by the 
Profit & Loss Account of i954 is understated by Rs. 1,00,000. 

In computing the taxable profits of 1954 for th® assessment 
year 1955-56, Rs. 1,00,000 should be added to the figure of profit 
shown by the Profit & Loss Account. 

As a result oi the undervaluation of the opening stock of i955, 
the profit shown by the Profit & Loss Account of that year is over¬ 
stated by Rs.i,oo,ooo. Therefore in computing the taxable profits 
of 1955 for the assessment year 1956-57 Rs.i,00,000 should be 
deducted from the figure of profit shown by the Profit <S: Loss 
Account. 

Shares held as Stock-in-Trade. In the case o! a 
dealer in shares and securities, the unsold stock thereof 
held at the close of an accounting year must be valued 
according to the principles laid down above. But the 
following two points must be noted in this connection : — 

(1) Where a dealer in shares receives some free 

bonus shares in respect of the shares already held by him, 
no value is to be placed on the bonus shares so received, 
and the cost of the shares (including bonus shares) in hand 
at the end of an accounting period should^ be taken as 
average cost I.T.R. Si 4 ). ^ 

(2) If an assesses' purchases some shares as an 
investment, but later on he converts these shares into his 
'stock-in-trade and carries on a business in shares, the 
profit or loss on the sale of such shares will be the diffe^reno® 
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between their sale price and their market price on the day 
when they were taken as the stock-in-trade oi the assessee, 
and not the difference between the sale price and the price 
at which the assessee had originally purchased the shares. 

What is brought to tax as profits of business is the 
real profits of the business, and to determine the real profits 
the accounts of the business must be considered on commer¬ 
cial principles; the capital appreciation of the shares from 
the date of their purchase up to the date when they are 
taken as the stock-in-trade of the assessee’s business, cannot 
be treated as profits of the business. What is being assessed 
to tax in a business are not any profits considered from a 
theoretical, academic or legalistic sense, but commercial 
profits, i.e , profits which are made in a business by the 
carrying on of the business which a commercial man would 
accept as profits of that business. It is not the point of 
view of the Department with regard to the profits which 
should prevail with the Court but the point of view of the 
commercial man (jo I. T. R. 7 /j?). 

Illu stration 

X is a dealer in shares whose accounting year ends on 31st 
March. He values his stock of shares in hand at the end of an 
accounting year at cost. He had the rollowing transactions in the 
shares of Y Ltd. during the two years ending 31st March i 957 :— 

1955 

Nov. II Bought 50 shares for Rs.49,101. 

1956 

Jan. 9 Received 5 o free bonus shares of Rs.250 each. 

II Sold 50 shares (which were purchased on zith 

November 1955) for Rs. 26,125. 

March 3 Purchased 100 shares for Rs.48,359. 

April 20 Purchased 200 shares for Rs. 99 , 939 . 

1957 

March i 4 Sold 300 shares for Rs.1,20,550, 

Work out X*s profit or loss for income-tax purposes for the 
assessment years i 95^-57 and 1957758. 


10 
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40 per cent of income is deemed to be profits liable to tax, 
the remaining 60 per cent being treated as agricultural 
income. 
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In computing such income an allowance is to be 
made in respect of the cost of planting bushes in replace¬ 
ment of those that have died or become permanently 
useless in an area already planted and also in respect of 
the upkeep of extensions of the estate which are not in 
bearing. No capital expenditure in connection with such 
extensions is however admissible. 

Sugar Companies. Income derived in part from 
agriculture and in part from business, such as in the case 
of a sugar mill company owning its own agricultural farm, 
is ascertained as follows. In determining that part which 
is chargeable to income-tax under the head business, the 
market value of any agricultural produce raised by the 
assessee or received by by him as rent in kind and utilised 
as raw material in such business or the sale receipts thereof 
shall be deducted, but no further deduction shall be made 
in respect of any expenditure incurred by the assessee as 
a cultivator or receiver of rent in kind. 

For this purpose, the market value means either 
(a) where the agricultural produce is sold in the market, 
the value calculated according to the average price at which 
it has been so sold during the year previous to that in 
which the assessment is made, or (b) where the agricultural 
produce is not ordinarily sold in the market in its raw 
state, the cost of production plus a reasonable rate of profit 
as determined by the Income-Tax Officer, 

Omission of Income from P. & L. Account 

If any income is not shown in profit and loss account 
{e.g., interest derived from sinking fund investments 
transferred direct to sinking fund and not through the 
profit and loss account, or an exceptional profit made 
during the year transferred direct to the proprietor’s 
capital account and not through the profit and loss 
account), such income should be included in the profit 
of the business liable to tax. On the other hand, any 
income appeafring in the profit and loss account but not 
taxable under section 10 should not be taken into account 
when computing taxable profits from business, profession 
or vocation. Such income, if taxable, would be taxed 
undei^ its appropriate head. 

* Cash Credits, In the case ot dishonest assessees, 
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false cash credits are passed in a personal account, particu¬ 
larly the account oi a partner or a female relative or even 
of the propietor himself in order to conceal profits^, There¬ 
fore when an item appears as a cash credit in any of these 
accounts, a presumption is drawn by the Income-Tax 
Officer that it represents undisclosed profit and it is 
therefore included in the taxable profits of the business, 
profession or vocation, unless it is properly and satisfactorily 
explained. Cash credits appearing in a suspense account 
are also treated in the same way. 

The explanations usually given by assessees in such 
oases are that the money was received from home or that 
the money was received from father in-law or mother-in- 
law or that the money was the sale proceeds of ornaments. 
These pleas are not accepted by the income-tax authorities 
except in very special cases when a satisfactory explanation 
is forthcoming. If a cash credit in an account is a genuine 
receipt, the assesses should have no difficulty in satisfying 
the Income-Tax Officer about it. 

When an assesses fails to prove positively the source 
and nature of a certain amount which he received in the 
accounting year, the revenue authorities are entitled to 
draw an inference that the receipts are of an income nature. 
The burden of proof in such a case is not upon the revenue 
authorities, but is upon the assesses to show that the item 
of receipt was not of an income nature. 

Where an assesses proves certain sources from which 
the money relating to a credit entry in the accounts could 
be drawn, such money cannot be regarded as money 
derived from an undisclosed source, even though the 
assessee is not able to connect the money with any xjarticu- 
lar source ; and if the assessee offers a reasonable explana¬ 
tion it cannot be rejected on mere suspicion or on imaginary 
grounds, or on the ground that the assessee is not able to 
explain why the amount was credited on the last day of 
the accounting year. The law does not cast any obligation 
on an assessee to maintain accounts and all adverse infe¬ 
rence cannot be drawn merely fron failure to keep accounts. 
Such an inference can be drawn only when the assessee 
keeps accounts and suppresses them LT.R.. 22 S). 

If a cash credit stands in the assessee’s name jn his 
books, the burden of proof is upon him to show that tlie 
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item of receipt is not of an income nature. In such a 
case the assessee has to prove positively the source and 
nature of the amount shown in the item and if he fails to 
furnish satisfactory explanation the Income-Tax autho¬ 
rities are entitled to draw the inference that the receipt 
is of an income nature. But the position is different in 
regard to a sum which is shown in the assessee’s books in 
the name of a third party. In such a case the onus of 
proof is not upon the assessee to show the source or nature 
of the amount of the cash credit. On the other hand, the 
onus shifts to the department to show by some material 
that the amount standing in the name of the third party 
does not belong to him but belongs to the assessee ( 2 S 
I- T. R. J44). 

However there is no presumption in law' that an 
amount standing in the name of the assessee’s wife be¬ 
longs to the husband. In the absence of evidence to the 
contrary, the money standing in the name of the assessee’s 
wife must he presumed to belong to her and the assessee 
cannot be taxed in respect of such an amount. The onus 
of proof in such a case will not be on the assessee but 
wdll be on the Department to show^ by at least some 
material that the amount standing in the name of the 
assessee’s wife does not belong to her but belongs to the 
assessee {24 I T. R. 16 ). 

Undisclosed profits included in the taxable income 
of an assessee are spoken of as intangible additions. 

Omission of Business Expenditure from P. & L. Account 

Where admissible business expenditure is not debited 
to Profit & Loss Account, but is met out of some reserve 
account (e.g., bona fide bad debts debited to Beserve for 
Bad Debts or labour welfare expenses met out of Labour 
Welfare Fund), such business expenditure should be de¬ 
ducted in computing the taxable profits. 

Inadmissible Expenses 

in computiijg the taxable profits of a business, pro¬ 
fession or vocation, the following expenditure is ' expressly 
disallowed ' 

(1) Under section 10 (‘2) (iii), any interest charge¬ 
able under the Act, which is payable outside 
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India, except under certain conditions as 
explained in the preceding chapter. 

(2) Under section 10 (4) (a), any payment charge¬ 
able under the head salaries, which is payable 
outside India, unless tax has been paid thereon 
or deducted therefrom. 

<3) Under section 10 (4) (b), any interest, salary, 
commission or remuneration paid by a firm to 
any partner of the firm. This is an absolute 
prohibition, and there is no distinction between 
payments by way of interest, salary, com¬ 
mission or remuneration made to a partner as 
a partner and such payments made to him in 
a different character, e. g„ as the proprietor of 
an independent business. 

The hotel charges of the partners of a firm in 
respect of a tour undertaken for the purposes 
of procuring business for the firm are not 
allowable. 

Interest paid to partners of a firm on moneys 
borrowed from them by the firm cannot be 
deducted. There is however nothing in the 
Indian Income-Tax Act which excludes from 
the computation of the income of the firm any 
amount paid as interest by a partner for money 
borrowed by him from the firm. 

But payments other than interest, salary, com¬ 
mission or remuneration are not prohibited. 
Thus, rent paid by a firm to a partner who 
owns the premises in which the firm carries 
on business and in respect of which the firm is 
a tenant of the partner is admissible as a. 
deduction. 

Hindu undivided families carrying on a family 
business and private limited companies are not 
affected by this prohibition, because they are 
not partnerships. Reasonable femuneration 
paid to a member of a Hindis undivided family 
for services rendered to the family business or 
to the directors of a private limited company 
is allowable. 

(4) Under section 10 (4) (c), a payment to an unre- 
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cognised provident fund or to any other fund 
established for the h'nefit of employees, unless 
effective arrangements have been made to 
secure prox^er dedu(;tion of tax from any pay¬ 
ments made from such fund which are charge- 

- able under the head salaries. 

(5) Under section 10 (4A), any allowance in respect 
of remuneration, or benefit or amenity X)rovided 
by a (company to a director or a person who 
has a substantial interest in the company with¬ 
in the nieaning of section *2 (6C) (iii), if in the 
opinion of the Income-tax Officer such allow¬ 
ance is excessive or unreasonable. 

(0) l.'nder section 10 (4A), any allowance in respect 
oi any assets of a company used by any person 
referred to in (5) above either wholly or partly 
for his own purx)oses or beneftt, if in the 
opinion of the Income-Tax Officer such allow¬ 
ance is excessive or unreasonable. 

Any s.mount disallowed in the assessment of a 
c.ompany, by virtue of section 10 (4A), will of 
course be taxable in the hands of the recipients. 
This means double assessment of the same 
amount —once in the liands of the person recei¬ 
ving the benefit and fLgain in the hands of the 
company. 

(7) Drawings of XJropriebor or partners. 

(8) Private or personal expenses of the proprietor. 

(9) Keserve for bad debts or any other reserves and 

any interest c.redited to reserves. 

(10) Exxionditure in the nature of charity or presents. 

(11) Income-tax, su^ier-tax and any other tax on in- 

C/Ome. But sales tax is allowable. 

(12) Expenditure in the nature of capital. 

capital expenditure disallowed as a deduction Jrpm 
profits may, however, be entitled to depreciation 
allowanm, 

(IS) Rental value of the premises owned and occupied 
for business. 

,(14) Past losses charged to profit and loss account. 

^15) Depreciation in excess of the admissible amount. 
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(16) Any other expenditure not incurred wholly and 
exclusively for purix)ses of the business, e. g.^ 
any excessive remuneration paid to employees 
with a view' to avoidance of tax. 

Profits and new industrial undertakings 

Section 15C is intended to encourage the establish¬ 
ment of new' industrial undertakings. Under this section 
profits ( up to 6 per cent of the capital employed ) of new 
industrial undertakings which begin to produce or manu¬ 
facture goods in any part of India within thirteen years 
from 1st April 1948, have been exempted from payment 
of both income tax and super-tax. This exemption is 
however subject to the following conditions :— 

(l) The industrial undertakings should not have been 
formed by splitting up or by reconstructing any 
business already in existence or by transfer of 
assets used in any business before 1st April 1948. 

(9) If they carry on manufacture with the aid of 
power (/. e,^ mechanical energy such as elec¬ 
tricity) they should employ ten or more wwkers. 
If the manufacture is carried on without the aid 
of power, the number of workers employed 
should be tw'enty or more. 

It can be seen from these conditions that small-scale 
industries and many of the cottage industries can also 
come within the concession. ^ 

This concession is applicable for the Jivt assessment 
years immediately follow’ing the year in which the assessee 
begins to manufacture the goods. 

In case the industrial concern is a limited company 
the exemption mentioned above is extended even to the 
dividends paid out of the profits of the company. The 
exemption will of course apply only to that portion of the 
dividend which is attributable to the exempted income of 
the company. 

Exemption under this section a]I^lies in respect of 
income-tax as well as super-tax but the sums exempted are 
to be included in the total income for the purpose of 
determining the rate of tax payable on the assessee^s , 
taxable income* 
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(i^ From the following Profit & Loss Account of a merchant 
for the year ended 3 ist December i 955 ascertain his taxable profits 
from business;, his total income and assessable income for the 
assessment year 1 956 - 5 7 :— 



Rs. 


Rs. 

Office Salaries 

4,^00 

Gross Profit 

35 , 53 a 

General Expenses 

2,550 

Commission 

1,205 

Bad Debts written off 

2,100 

Discounts 

751 

Reserve for Bad Debts 

3,000 

Sundry receipts 

52 

Fire Insurance Premium 

450 

Bad Debts recovered 

150 

Advertising 

2 , 5 oo 

Interest from Government 

Income-Tax 

2,375 

securities (nct)- 

2,83a 

Interest on Capital 

1,000 

Profit on sale of invest¬ 


Interest on Bank loan 

1,550 

ments 

a,8o8 

Loss of Building by fire 




(uninsured) 

1,500 



Depreciation 

1,200 



Net Profit 

ao, 3 o 5 




43,?30 


43,330 


General Expenses include Rs. 500 given in March 1955 as 
donation to an educational institution. The amount of dcprecia-* 
tion allowable in respect of buildings and furniture is Rs. 1,000. 
Included in advertising is Rs. 1,500 being the cost of a permanent 
sign fixed on the shop. 

Rs. Rs. 


Profit as per Profit & Loss Account 20,305 

Add Expenditure not allowed ; 

Donation to an educational insti- 


tution 

500 


Reserve for Bad Debts 

3,000 


Advertising being capital expenditure 

1,500 


Income-Tax 

2,375 


Interest on Capital 

1,000 


Fire loss being capital loss 

1,500 


Excess depreciation 

200 

10,975. 

Less Interest on securities considered separately 

2,83a 

3 o, 38 o 

Profit on sale of investments being 
capital ;Qrofit 

a,808 

5 , 64 ^^ 

Taxaft^le profit of business 


24,740 

I. Interest on securities (Rs. 1,008 being 


deducted at source for income-tax) ... 


3 , 84 a 

a. Profits from business 


a4,74a 

Total income 

A 


a 8 , 58 a 
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Earned income relief onRs. 24 , 74 o ... 4 ,ooo 

Assessable income ... 24^5So 


Rs. 500 donation given to an educational institution has to be 
included in the total income, but a rebate of income-tax and super¬ 
tax will be allowed thereon at the average rates of tax. 

(2) Given below is the Profit & Loss Account of a limited 
company for the year ended 3 ist De:cmber 1955 


Cotton Account 

57,08,975 

Yarn Account 

54,05,978 

'Stores Account 

9,17,824 

Cloth Account 

48,12,056 

Wages and Salaries 

19.15.992 

Waste Account 

60,754 

General Charges 

14,504 

Transfer Fees 

3,108 

Donations 

5,000 

Rent of Bungalows and 

Rates and Insurance 

20,188 

Chawls 

28,951 

Brokerage 

3,862 

Interest from Govern- 

Office Expenses 
Directors' Fees 

1,20,347 

ment securities 

13,200 

4,500 

Sundry Receipts 

3,000 

Audit Fees 

2,500 



Research Expenditure 

60,000 



Interest 

1.05.925 



Repairs to Building and 



Machinery 

62,278 



Law charges 
Workmen's Welfare 

2,865 



Expenses 

Contribution to Staff 

27,592 



Provident Fund (Re¬ 
cognised) 

Managing Agents' 

37,500 



Comn. 

Flet Profit (subject to 

1 , 00,845 



depreciation) 

i 2 ,x 6 , 35 o 

i,o 3 , 27 ,o 47 

4 

x.o 3 , 27 ,o 47 


Compute the company's taxable profits and also its total in¬ 
come for the year x 955 after taking the following information into 
account:— 

(a) Rs. 2,700 of brokerage was paid for cotton and stores 
purchased and the balance was in respect of loans raised 
for the company's business. ^ 

'b) Rates of Rs. x,8oo, insurance Rs. i, 25 o and repairs 
Rs. 2,872 were in respect of bungalofvs and chawls let to 
employees. 

(c) Legal charges amounting to Rs. gSo were incurred in 
connection with the purchase of additional land. 
id) Two-thirds of the research expenditure is capital expendi- t 
turc. 
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(e) The amount of depreciation allowance is agreed at 


Rs. 2,75,85o. 


Rs. 

Rs. 

Profit as per Profit & Loss Account 

Add Inadmissible Expenditure: 

Donations 

5,000 


Brokerage on loans being capital 

expenditure 

1,162 


Rates, insurance and repairs of 

buildings not used for business ... 

5,922 


Legal charges being capital expenditure 

95o 

53,o34 

Capital research expenditure 

4o,ooo 



12,69,384 

Less Income not taxable under business : 

Rent of buildings 

28,951 

42,i5i 

Interest on securities 

13,200 



12,27,233 

Less Depreciation allowance ... 2 

1,75,850 

One-fifth of capital research expen- 

diturc 

8,000 

2,83,85o 

Taxable profits of business 


9.43,383 

Rent of bungalows and chawls let 


28,951 

Less Allowance for local taxes 


9oo 

Annual value of property 


28,051 

Less One-sixth for repairs 

4,675 

5,925 

Insurance 

I,25o 

Taxable income from property 


22,126 

I. Income from property 


22,126 

3. Interest on securities (Rs. 4,6 q 8 

being deducted at source for income-tax) 


17,898 

3. Profits from business 


9,43,383 

Total Income 


9,85,4o7 


It is assumed that the donations are allowable under section 
15 B. The cotnpany will therefore be entitled to rebate of income- 
tax thereon (hut not«to rebate of super tax). 

(3) X is a practising chartered accountant. He also runs^ 
private accountancy coaching institute. He keeps his books on a 
^ cash*basis, and his summarised cash account lor the year ended 
3ist March i956 is as under :— 
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Rs. 


Rs. 

To Balance b/d 

9,o54 

By Office Expenses 

4,i5o- 


Audit Fees 

14,750 

„ Institute Expenses 

90a 

n 

Income from other 
accountancy work 

5,475 

„ Personal Expenses* 

„ Membership and 

3,600 


Institute Fees 

2, TOO 

Certificate Fees 

55 

y } 

Examiner's Fees 

645 

„ Life Insurance 


y } 

Interest on Invest¬ 


Premium 

1,25 o 


ments 

3,960 

„ Income-Tax 

2,5 oo 

ff 

Rent from Property 
(not subject to any 

„ Motorcar purchased 
„ Motorcar Expenses 

3,45o 

420 


local taxes) 

4,800 

„ Insurance of Property 
„ Balance c/d 

3oo 

24,157 



40,784 

mm 

4o,784 


Having regard to the following information, compute his 
total income for the previous year 1956-57 :— 

(a) Office Expenses include Rs. io8 for technical books and 
Rs. 65 for furniture purchased for his office. 
ih) One-third of motorcar expenses are in respect of his 
professional practice. 

(c) His investments are all in Government securities and 

Rs. 1,209 has been deducted at source for income-tax on 
interest therefrom. 

(d) Depreciation allowance for motorcar, books and furniture 


is Rs, i 42 . Rs. Rs. 

Gross professional earnings :— 

Audit Fees i 4 , 75 o 

Income from accountancy work 5.'+75 

Institute Fees 2,100 

Examiner's Fees 645 22,97o 

Less Admissible Expenditure : 

Office Expenses 3,977 

Institute Expenses 902 

Membership and Certificate Fees 55 

Motor Car Expenses (one-third) i 4 o 

Depreciation i 42 5 , 3 x 6 

Taxable income from profession x 7,754 

I. Interest on securities (gross) 5 ,i 69 

a. Income from property : Annual value 4 , 8 oo* 

Less One-sixth f9r repairs and, 

Rs, 300 for insurance 1,100 3 , 7 oo 

3. Professional income i 7,754 


36^633 


Total Income 
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( 4 ) Given below is the Profit & Loss Account of a sugar mill 
company for the year ended 3 oth June 1955 •— 

Rs. Rs. 


Opening Stock of Sugar 
and Molasses i,82,3oo 

Cost of erne crushed 12,57,700 

Manufacturing Expenses 7 ,98,500 

Wages and Salaries 2,00,000 

Repairs and Renewals 4 o, 7 oo 

Establishment Charges 4 i, 6 oo 

Commission on Sales 62,500 

Directors* Fees 3 , 6 oo 

Auditors* Fees 1,000 

General Charges i 7 , 8 oo 

Managing Agents* Remu¬ 
neration 78,600 

Depreciation i, 3 o, 7 oo 

Balance c, d 2,09,200 


Sales 26,50,500 

Sundry Receipts 7,7oo 

Closing Stock of Sugar 
and molasses 3,66,000 


30 , 24,200 30,24200 

Taxation Reserve 1,00,000 Balance b/d 2,09,200 

General Reserve 15,000 

Balance Carried to B/S 94,200 


2,09,200 2,09,200 

After taking the following information into consideration, 
compute the total income of the company for the assessment year 

1956-57 

(а) Cline crushed includes Rs. 1,54,000 being cost of cane 

grown on the company*s own farm, the average market 
price of such cane being Rs. 1,96,000. 

(б) Manufacyiring expenses include (£) Rs. 4 ,a 6 ,ooo for excise 

duty, (ii) Rs. 67,ooo capital expenditure on a new scien¬ 
tific research laboratory and Rs. 11,000 for its mainten* 
ance during the year. 

(c) Establishment charges include Rs. 3*^00 paid as compen¬ 

sation to an employee whom it was not desirable to keep 
in the service of the company. 

(d) Sugar worth Rs. 1,000 was given away free to an orpha¬ 

nage. 

(e) Rs x5,ooo (cost of additions to factory buildings in, June 

Z9 i53 ) has been charged to repairs and renewals, 

(f) Admissible depreciation amounts to Rs. 98 , 3 oo. 

* • R». 

Profit as per Profit & Loss Account ... 2,0^,200 

XsM Agricultural income (Rs, 1 , 96 , 000 —Rs, 1,54,000) 

included therein ... 42;ooo 

1/67,^ 
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Add Value of sugar given away free not shown 

in the Profit & Loss Account ... i /)Oo 

1,68,200 

Add Inadmissible Expenditure: 

Capital expenditure on research * 

laboratory ... 67,coo 

Additions to factory buildings 15,000 

Excess depreciation ... 32,500 i,i4, 5oo 

2,82,700 

Les.'i One fifth of capital expenditure on research 

laboratory ... i 3 , 4 oo 

Profit being total income 2,69,300 

Compensation paid to an employee whom it is not desirable 
to keep in the service of the company is revenue expenditure, 
because his continuing in service is detrimental to the profitable 
conduct of the company's business. 

It is assumed that Rs. 98,200 includes the amount of deprecia¬ 
tion allowable on additions to factory buildings 

(5) The following items are found debited to the Profit & 
Loss Account of a company for the year ended 31st March 1956. 
Your opinion is sought as to whether these items are deductible in 
computing the income of the company for income-tax purposes for 
the assessment year 1956-57. Express your views in the form of 
short notes giving briefly the reasons in support of your answer :— 

(a) Rs. 1,00,000 expended on reconditioning imperfect machi¬ 
nery purchased. The company purchased machinery in 
au imperfect condition and reconditioned it before using 
it for the purposes of its business, 

(6) Rs. 10,000 Commission. The company paid coiumission 

to secure a contract in the course of its business. 

(c) Rs. 90,000 bad debts written off. Bad debts sustained 

by the company in respect of loatjs advanced to its 
customers and written o0. 

(d) Rs. 80,000 loss on shares written off. The company had 

formed another company to take over their buying 
agency in Delhi and had taken up 80 shares of Rs. z,ooo 
each therein. The new company being unsuccessful^ 
the amount of Rs. 80,000 paid on the shares was lost and 
hence written off. 

(а) Rs. 1,00,000 expended on reconditioning imperfect 
machinery purchased is capital expenditure, and is therefore not 
allowable as a deduction. Where an imperfect fixed asset is pur¬ 
chased for business use and a sum of money i| spent in making it 
serviceable, the amount so spent Ts a part of the cost of acquisition 
of the asset. 

(б) Rs. 10,000 commission paid to secure a contract in the 
cour^ of the company's business is a revenue expense, and is 
therefore deductible. Whenever any commission is paid for secur- 
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ing a contract or an order in the ordinary course of the business 
carried on by a trader, it is deductible as business expenditure. 

(c) Bad debts written off are deductible only when the debts 
weie incidental to the business. Where a debt due to an assessec 
is not incidental to his business, being a loan given by the assessee 
as a matter of commercial expediency, no bad debts can be allowed 
in respect of such a debt. For this reason, Rs. 90,000 written off 
as bad debts by the company is not deductible, because the debt 
was not incidental to its business as it represented loans given to 

customers. ^ l 

(d) Rs. 80,000 loss on shares written off by the company «n- 

not be allowed as a deduction, because it is a capital loss. The 
shares held in a subsidiary or associated campany are a capital 
asset, and any loss on such shares is a capital loss. 

(6) The undernoted items, amongst others, arc debited todthc 
Profit and Loss Account of a limited company for the year enoed 
3 ist March 1956. The directors of the company invite y tur 
opinion as to which of the items arc deductible in computi nghe 
income of the company for the assessment year I 956 ‘ 57 - 

(a) Trade Penalties and Law Costs Rs. 10,000. The company 
had incurred penalties and legal charges for infringe¬ 
ment of the Customs Act. 

(&) Anticipated Loss, written off Rs. 60,000. In the month 
of March 1955 it became evident to the company that 
in outstanding contracts it was liable to pay for un¬ 
delivered yarn Rs. 60,000 in excess of the current prices. 
The company therefore arranged fresh delivery contracts 
at those prices and delivery commenced in May 1955. 

(c) Payment to Retiring Director Rs. ao,ooo. The company 

in March i 955 agreed to pay its managing director, who 
had served the company for many years and was due to 
retire, on 3 ist March 1955, the sum of Rs. 2o/)oo 
provided he did not assist other persons in .competing 
with the company. 

(d) Commission for placing shares Rs. 10,000. The company 

paid Rs. 10,000 during the year by way of commission 
to brokers for placing the shares of the company. 

(e) Payment to Retiring Official Rs. ao,ooo. Considerable 

friction arose between M (who had a lifetime appoint¬ 
ment with the company) and the directors of the company, 
and it was eventually agreed that M should be paid Rs. 
20,000 on retirement. M had been found guilty of 
improper conduct. 

(a) Where an assessee is prosecuted for breach of any law 
whether he is Convicted or not, the legal expenses incurred by him 
in defending himself and any finepr penalty paid by him arc not 
deductible, because it can never be said that the breach of the law 
is incidental to a business. For this reason, Rs, 10,000 incurred as 
penalties and legal charges for infringement of the Customs Act are 
not allowable. 
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(ft) Rs. 6o,oc» being anticipated loss written off is not an 
admissible deduction, because in computing the taxable profits of a 
business, profession or vocation no precautionary reserve is allowed 
except in the solitary case of stock-in-trade. When the anticipated 
loss on outstanding forward contracts for the purchase of yarn is 
written off, it means that a reserve has been created for that purpose. 

(c) Rs. 20,000 paid to a retiring director is not deductible as 
business expenditure, since a payment made to a retiring director so 
that he may not assist other persons in competing with the company 
is capital expenditure, as the avoidance of competition is an advan¬ 
tage of an enduring nature. 

(rf) Rs. 10,000 paid as commission for placing shares of the 
company is not deductible, because it is incurred in connection with 
the raising of capital and is therefore capital expenditure. 

(e) Rs. 20,000 paid as the price of getting rid of an official 
(having a lifetime appointment with the company) who was found 
guilty of improper conduct, is deductible as business expenditure, 
because his continuing in service is regarded as detrimental to the 
profitable conduct of the company's business. 

(7) State with reasons whether the following expenses are 
deductible in computing the profits of a business under section 10 
of the Income-Tax Act for the accounting year ended 3 ist March 
?956 

(i) A limited company took certain premises on a lease from 
1 st April 1952 for a period ot 10 years for the purpose of its business. 
Subsequently, the company found it unprofitable to carry on busi¬ 
ness on these premises, and it shifted to some other premises and 
•carried on business there, while the remaining period of the lease of 
10 years had still to run. The company paid during the year ended 
31st March 1956 Rs. 10,000 as rent for the lease. 

{ii) A limited company purchased from X for adequate consi¬ 
deration, a plot of land for its factory building. After X’s death, 
his son brought a suit against the company challenging the com¬ 
pany's title to the land on the ground that his father had no right 
to sell the land. During the year ended 31st March 1956 the com¬ 
pany had to incur Rs. 20,000 as legal expenses in defending its title 
to the land. 

{Hi) On 3 ist March i 955 , N had two separate businesses called 
X and Y. The business X ceased to exist as on 3 ist March 1955 
except that its affairs were being wound-up during the subsequent 
year. During the year ended 31st March 1956 the Y business made 
profits to the tunc of Rs.2 lakhs. During the year ended 3 rst March 
-1956, the X business, which had ceased to exist as from ist April 
1955, made the following disbursements :— 

ia) Paid interest Rs. ao,ooQ on moneys borrowed on ist Sep¬ 
tember 1954 j and 

(6) Debts due amounting to Rs. 10,000 being irrecoverable and 
bad were written off. 

N claims deduction of these two items of Rs.20,ooo on account 

* m 
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ASSESSMENT PROCEDURE 

The Income-Tax Officer is the assessor. He makes 
assessment. The term assessment means the determina¬ 
tion of ( O the total income of an assessee and ( ii ) the 
amount of tax payable by him or the amount of refund 
due to him. The assessment procedure is laid down in 
sections 22-29. The assessment procedure begins with the 
return of total income filed by the assessee. 

Return of Income. 

A notice under section 22 calling for a return of 
income is the first step in assessment proceedings. There 
are two kinds of notices. One is a general notice to be 
given every year by the Income-Tax Officer between lat 
April and 1st May, requiring every person, whose total 
income during the previous year reached the minimum 
taxable limit, to furnish within 60 days a return of his 
total income and total world income in the prescribed 
form. 

The other is an individual notice to be served on 
every person whose total income in the Income-Tax 
Officer’s opinion renders him liable t6 tax, requiring him 
to furnish such a return with 30 days or more. The 
individual notice may be issued at any time during the 
assessment year. If an individual notice is not issued 
during the assessment year, and the assessee does not 
submit a return in response to the public notice, the 
Income-Tax Officer may proceed under section 34 to assess 
the income in a subsequent year. But if an assessee, to 
whom no individual notice had been given, voluntarily 
makes a return after the. expiry of ftie assessment year, 
the Income-Tax Officer may proceed to make an assess¬ 
ment under section 23 without having recourse to section 
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of interest and Rs. 10,000 on account of bad debts with respect to 
X business from the assessable income of Rs. 2 lakhs of business Y 
{w) X Co. Ltd. contracted with Y Co. Ltd. for the construc¬ 
tion and purchase of a new ship. During the year ended 31st March 
1956 X Co. Ltd. sought and secured the cancellation of the contract 
on payment to Y Co. Ltd. a sura of Rs. 5 lakhs. 

ii) Rs. io,ooj paid as rent of the lease is deductible in 
computing the assess ible profits of the company for the accounting 
year ended 31st March ig 56 because it is an expenditure incurred for 
purposes of the business. The rent paid for the premises after the 
business has ceased to be carried on there would not fall under 
clause (i) of section 10 (2), because under that clause the rent allowed 
must be in respect of premises in which the business is actually 
carried on; but such rent would be allowable as business expendi¬ 
ture under clause (xv) of that sub-section. 

(ii) The legal expenses of Rs. 20,000 arc deductible in com¬ 
puting the assessable profits of the company, because the legal 
expenses incurred by the company in defending its title to its assets 
(whether capital assets or stock-in-trade) have been held to be 
revenue expenditure, for the reason that such expenses do not create 
any new asset at all, but are expenses incurred in the ordinary 
course of maintaining the assets. 

In Knngra Valley State Co. v. C. /. T, the Lahore High 
Court had held such legal expenses to be capital expenditure and 
hence not allowable, but this decision is not considered good law 
now. 

(m) The two sums of Rs. 20,000 and Rs. 10,000 arc not 
deductible in computing the assessable profits of N from his Y 
business for the assessment year ig 56 - 57 , because the expenditure, 
in order to be deductible, must be incurred for the purpose of the 
business which is carried on in the accounting year and the profits 
which are under assessment. The expenditure of a dead' business 
is not allowed to be deducted from the profits of a separate 
existing business. • 

{iv) The amount of Rs. 5 lakhs paid to Y Co. Ltd. is not 
deductible m computing the assessable profits of X Co. Ltd 
because a payment made by the assessee to free himself from a 
capital liability is capital expenditure. Here the ship is a capital 
asset and the liability lo pay for it is a capital liability. However 
a payment which frees an assessee from the liability to make an 
annual revenue payment {e. g., a sum paid to an emplojee in 
commutation of an annual pension) is revenue expenditure. 

(8) X,a timber merchant obtained a loan from a bankon 
joint security oi himself and Y. Simultaneously, Y obtained a 
loan of an equal amount from another bank on the joint security 
of himself and X. X paid his debt but the debt due by Y was not 
paid by him and the amount was recovered from X. Y failed in 
his business, and X could recover from him only Rs. a 5 ,ooo and X 
had therefore to write off the balance of Rs. 35,000 as bad debt - 
• 11 
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Will this bad debt of Rs. 35 ,ooo be allowed as a deduction in 
computing the taxable profits of X's timber business ? Give 
reasons foe your answer. 

The bad debt of Rs. 35 ,ooo is not deductible in computing 
the profits of X’s timber business. The deductions contemplated 
by section lo (a) of the Inoamc-Tax Act require that the expendi¬ 
ture must be laid out in the course of the trade or business 
concerned for the purpose of earning the profits thereof. The debt 
written oft as bad cannot therefore be said to be a debt of the 
business of X, because X was not carrying on the business of 
standing surety for other persons, nor was he a money lender. 
Therefore any loss suffered by X by reason of having to pay a 
debt borrowed for the benefit of another is a capital loss to him 
and not a business loss at all. The loss has no connection with 
X's timber trade. 

( 9 ) An assessee who was a commission agent required 
Rs. 5 o,ooo for his business, and, as the bank would not advance the 
money except on the joint and several liability of two persons, the 
assessee and K jointly borrowed Rs. 1,00,000 from the bank on 
their joint and several liability, and out of this sum the assessee 
took Rs. 50,000 and K took Rs. 50,000. K became an insolvent 
and the assessee had to pay the whole amount to the bank. He 
received Rs. x8,8jo in the insolvency and claimed the balance cf 
Rs. 3I,74o (including interest and insolvency expenses) as an 
allowable deduction in computing the profits of his business under 
section 10 (2 (xv) or in any event as a business loss. Is he entitled 
to such deduction ? Give reasons for your answer. t 

In the view of the Bombay High Court amounts spend by a 
business man for commercial expediency are permissible educ¬ 
tions. It is not for the Department to tell a business man how to 
conduct his business ; that must be left to the business man him¬ 
self. When a claim is made under section 10 (2) (xv), all that the 
Department is concerned with is to test every expenditure and 
determine whether it was incurred for thei furtherance of the 
business. Any moneys spent ia the interest of the business or any 
money spent in the course of the business and which are inciden¬ 
tal to the business are allowable under section 10 (2) (xv). The 
transaction in question was clearly in the course of the business 
and incidental to the business and ,the loss incurred thereby is a 
permissible deduction cither as business expenditure under section 
10 (2) (xv) or in any event as a trading loss. The loss incurred in 
respect of the liability of K is not a loss of borrowed capital but a 
a loss in the course of the business 

Note. The distinction between illustration (8) and this 
illustration may be usefully noted. In illustration (8) no part 
of the loan which Y obtained from another bank on the joint 
security of himself and X was applied to X's own business. What 
had been applied to X's business was the other sum of Rs. r,oo,ooo 
which had been borrowed from the first bank. In this illustration 
Rs. 1,00,000 had to be borrowed jointly and severally and that w^s 
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the only way in which the assessee's business could have got the 
Rs. 5 o,ooo that it required. In this case, it is not possible to 
distinguish the two loans as separate transactions and attribute the 
loss with regard to one transaction to one business and the loss 
with regard to the other transaction to the other business 
(HO /. 2 ’. H. 054 ). 

(10) H, a Hindu governed by the Mitakshara school of Hindu 
law, is one of the partners of a firm, of which his wife is not 
a partner. He withdraws a sum of Rs. 5 lakhs from the firm and 
makes a gift of it to his wife. A week later a sum of Rs. 4 ]i lakhs is 
deposited with the firm in the name of H^s wife. The firm claims 
that the interest credited to the account of H^s wife in the books of 
the firm must be allowed as a deduction in arriving at the profits of 
the business, 

How would you deal with this claim ? 

Property given or bequeathed to a Hindu female, whether 
during maidenhood, coverture, or widowhood, by her parents and 
their relations or by her husband and his relations, is stridhan 
according to ail schools of Hindu law except that Dayabhaga does 
not recognise immovable property given or bequeathed by a husband 
to his wife as stridhan. 

In this case, H is governed by the Mitakshara school of Hindu 
law and therefore the gift of cash made by him to his wife is her 
stridhan, that is to say, the ownership of the gift vests in her. 

Therefore the interest on the money deposited by the wife 
with the firm will have to be allowed as a deduction in computing 
the income of the firm, as the amount deposited has become the 
wife's own money as a result of the gift {12 I. T. K. 113 ). 

It may, however, be pointed out that the interest received by 
the wife on her deposit with the firm will be added to the income 
of her husband under section i6 ( 3 ) (a) (iii), as it arises to the wife 
from an asset transferred to her by her husband. 

(11) Are the following deductions allowable under section 
10 (a) ?— 

(a) Expenses incurred by a transport company in a propaganda 
campaign against the move for nationalisation. 

{h) Expenses incurred by a bank in advertisement and enter¬ 
tainment in connection with the opening of new branches. 

(c) Legal expenses incurred by a manufacturing concern in 
securing a long-term loan. 

(a) Expenses incurred by a transport company in a propa¬ 
ganda campaign against the move for nationalisation are capital 
expenditure because they are incurred not for the production of 
income but for* the purpose of preventing the extinction of the 
business from which the income wa^ derived Therefore they are 
not allowable as a deduction under section lo (2). 

However in a recent case Morgan {Inspector of Tame) 0. 
Tate (& Lyle Ud. the House of Lords in England have held that 
such expenses are wholly and exclusively laid out for the purpose 
Si trade, and hence are deductible for income-tax purposes. 
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(6) Expenses incurred by a bank in advertisement and enter* 
tainment in connection with the opening of new branches are in 
the nature of revenue expenditure and arc admissible deductions 
under section lo (a) (xv), as they are incurred wholly and exclu¬ 
sively for the purpose of the business. If the asselsee bank 
increased its business at the place where it is being carried on by 
advertisement in the papers or other such means, e. g, employment 
of new staff or by giving special facilities toils constituents, that 
would normally be revenue expenditure. The mere fact that for 
the purpose of carrying on the same type of business and to attract 
more business it opened other branches at different places and 
incurred expenses which did not produce any new asset, that does 
not seem to change the nature of the expenditure. It is not a case 
where an assessee had started a new line of business or acquired 
new premises or purchased other assets, 

(c) Legal expenses incurred by a manufacturing concern in 
securing a long-term loan are capital expenditure, because they 
are incurred for the purpose of getting capital. Hence, they are 
not allowable as a deduction under section lo ( 2 ). 



CHAPTER 9 

INCOME FROM OTHER SOURCES 

Section 12 deals with the residuary head of income 
which is chargeable under the Act. Under this section, 
tax is payable by an assessee in respect of income, profits 
and gains of every kind which may be included in his 
total income but which do not fall under any of the other 
four heads. Where there is a specific head for a particular 
income, this residuary section cannot be called in aid. 
Section 12 can be resorted to only when none of the 
specific heads is applicable to an income ; and if a certain 
item of income is taxable under one of the specific heads, 
the charge under that head exhausts the taxability of the 
income and no part of such income can be brought to 
charge again under the residuary head. For example, the 
excess of actual rents realised over the bona fide annual 
value of house property cannot be taxed under this section 
as income from other sources, after the tax has been levied 
on the annual value under section 9. 

The following are examples of income that would be 
taxed under section 12 :— 

1. Remittance of untaxed past foreign profits. 

2. Annuities granted under a will. Annuities 

payable by an employer to an employee are 
chargeable under section 7. 

3. Any fees and commission earned by an employee 

from any person other than his employer. 

4. All interest other than interest on securities. 

6. Dividends from companies. 

6. Income from land not attached to a building 

^and, of course, not being agricultural income), 
e.g., rent from vacant land in urban areas let 
out for storing materials. 

7. Any ground rent received. 
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8. Income derived from subletting of house 
property. 

9. Income from royalties, director’s fees, commis¬ 
sion, etc. • 

10. Income derived from markets, ferries, fisheries 
etc. 

11. Remittances received by a wife resident in the 

taxable territories from her non-resident hus¬ 
band, if they are not paid out of income 
included in the husband’s total income. 

12. Salary or pension received from a foreign 

government. 

13. Agricultural income derived from land situated 

outside India. 

14. Remuneration received by a professional man 

as an examiner. 

15. Commission for placing or underwriting shares 

and debentures. 

Sub-section (lA) was added to section 12 by the 
Finance Act, 1955. Under this sub section dividends are 
taxable as income from other sources, even if they are 
derived from shares held as stock-in-trade. Before the 
insertion of this sub-section, the law was that in the case 
of an investor in shares the dividend income was taxable 
under section 12 as income from other sources, but where 
an assesses was a dealer in shares and held the shares as 
his stock-in-trade, the dividend income was taxable under 
section 10 as profits of business. 

The provisions of section 10 (2A) and section 10 
(4A) apply in computing the income of an assesses from 
other sources as they apply in computing business profits. 

Deductions. The taxable income from other sources 
is computed after making allowance for any expenditure 
(not being capital expenditure or personal expenses of the 
assessee), which is incurred for the purpose of making such 
income. Therefore no allowance can be granted unless 
our conditions are satisfied 

(a) The expenditure must be incurred solely for the 

purpose of earning the income. 

(b) ii must not be in the nature of the capital 

expenditure. 
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(if) It must not be in the nature of personal expenses 
of the assessee ; and 

{i) It must be incurred in the accounting year, and 
not in any prior or subsequent year. 

The various specific allowances, granted by section 
10 (2) in computing the profits of a business, profession or 
vocation, cannot be imported wholesale in this section. 
However, the tax under this head is not upon gross 
receipts but upon income properly so called, and therefore 
such deductions are allowed as are necessary to ascertain 
the true income. 

In the case of any income by way of dividend, a 
reasonable sum paid by way of commission or remunera¬ 
tion to a banker or any other person realising such divi¬ 
dend on behalf of the assessee is allowed as a deduction. 

But all those expenses, that are disallowed in 
computing the profits of a business, profession or vocation, 
will also be disallowed in determining the taxable income 
from other sources. 

Illustration 

(i) Expenditure incurred by a director of a company in 
defending a suit for declaring his election to the directorship as 
invalid is allowable as it was necessary for earning his director's 
fees. 

(a) An assessee derived income in the form of director's 
fees and dividends from a company which he had promoted. He 
made a gift of Rs. 3 lakhs to the company at a time when it was 
in financial difficulty. This sum was disallowed as it was not 
incurred for the purpose of earning the dividends of director's 
fees. 

(3) The asseslee company, a spinning and weaving mill, was 
at the development stage and had not yet started carrying on any 
business. The assessee had therefore no business income assessable 
under section 10, but it had interest income which was assessed to 
tax under section 12. It was held that the only allowance that the 
assessee could claim was the allowance provided for in section X2 
and any other expenditure which that section might allow. The 
assessee was entitled to deduct the expenses actually incurred in 
earning and collecting the interest income brought under assessment. 
It was not entitled to claim anything by way of office and establish¬ 
ment expenses {Unconnected with the earning of the income. 

Letting of Plant, Machinery, etc. Where an assessee 
lets on hire his machinery, plant or furniture and the 
letting amounts to a business, then he would be assessed 
jinder section 10, and would be entitled to all the allot?- 
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ancea permitted by that section. Where, however, the 
letting does not amount to a business, the income would be 
assessable under section 12, and in such a case section 12 
(3) ^rmits deductions in respect of insurance premiums, 
repairs, depreciation and obsolence, as provided in 
clauses (iv), (v), (vi) and (vii) of section 10 2). These 
allowances are in addition to other allowances permissible 
under section 12 (2). 

Where the assessee lets on hire buildings along with 
machinery, plant or furniture under one inseparable lease, 
be is entitled to similar allowances in respect of buildings 
also under section 12 (4). This subsection expressly 
requires that the machinery, plant or furniture should 
belong to the assessee, but this requirement does not 
apply to buildings. Thus, where the lessee of a building 
lets it on hire along with his own machinery, plant or 
furniture under one lease, the assessment would be under 
this sec'ion and the assessee would be entitled to allow¬ 
ances under this sub section in respect of the building. 
But this sub-section would not apply where the assessee is 
the owner of the building, because in that case the assess¬ 
ment would be under section 9 in respect of the income 
from the building. 

Managing Agency Commission. Section 12A provides 
that, where a managing agent of a company is liable, 
under an agreement made for adequate consideration, to 
share hifi managing agency commission with a third party 
or parties, the said agent and the said party or parties 
shall file a declaration showing the proportion in which 
such commission is shared between them, and, on proof to 
the satisfaction of the Income-Tax Officer of the facts 
contained in such declaration, such agent and each such 
party shall bo chargeable only on the share to which each 
is entitled under the agreement. In order to have the 
benefit of this section, it is essential that the required 
declaration should be properly filed with the Income-Tax 
Officer. 

c 

Voluntary surrendtr of managing . agency commission. 
Where the managing agents of a company make a volun¬ 
tary surrender of the commission due to them, it is an 
application of income, and the amount o the commission 
is therefore taxable in their hands. However, under e±eou-* 



INCOME FROM OTHER SOURCES 


x69 


tive instructions the amount of the commission foregone 
by the managing agents of a public company is not taxed 
in their hands, subject to the following conditions :— 

{a) If the managiug agency belongs to a public 
company, no investigation need be made by the 
Income-lax Officer; 

(b) If the managing agency belongs to a private 
limited company or a firm or an association of 
persons or an individual, the managing agents or 
their relations (when the agency is not in the 
hands of a company) should not own between 
themselves more than 25% of the shares of the 
managed company ; and 

(^■) The managed ^ company does not claim the 
amount of the ocmmission foregone as an ex¬ 
pense in its assessment. 

Income of Authors of Books. Under section 12AA, 
a lump sum consideration received by an author of a hook 
is to bo apportioned for assessment purposes, if he so 
claims, at the rate of 50 : 50 for the year in which the 
whole of the income is received and for the subsequent 
year provided the book was completed in more than 12 
months but less than 24 months. If the work has taken 
the author more than 24 months, the apportionment will 
be one-third for the year in which the whole of the income 
is received, one-third for the next year and the balance of 
one-third for the second year following. 

For the purpose of this section the expression ‘author’ 
includes a joint author and the expression lump sum’ in 
regard to royalties or copyright fees includes an advance 
payment on account of such royalties or copyright fees 
which is not returnable, known as earnest money. If 
an advance is received income, it should be treated 
as income for the year of receipt and is not to be appor¬ 
tioned. 

Illustrations 

X started waiting a book in April 1950 which he completed 
in August i 95 i. Simujtancously he .wrote a book in joint author¬ 
ship with Y which was completed in June 195^' Ue received a 
copyright fee of Rs. 5 ,000 for the first book in September 1952 and 
Rs. 12,000 for the second book in December 1952. Besides fhe 
above he had received an advance payment of Rs. 9,000 in JtiiSMs 
1950 in* respect of the first book. If X claims the benefit of 
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section X2AA, how should this income be dealt with in his assess¬ 
ments ? 

First Book : A lump sum of Rs. 5,000 is received in Septem¬ 
ber 1953 but an advance had already been received in June i 95 o. 
Therefore the income to be apportioned for the first book is Rs.8,ooo. 
It has to be apportioned at the rate of 50 : 50, i. e., for 1953-54. 
Rs. 4,000 and for 1954-55 Rs 4 , 000. 

Second Book : The whole income of Rs. 12,000 received in 
December 1952 will be assessable as to Rs. 4 ,ooo in 1953-54, Rs. 4 ,ooo 
in 1954-55 and Rs. 4 ,ooo in 1955-56. 

Therefore the total income for the three years in respect of 
both the books will be Rs. 8,000 for 1953-54, Rs. 8,000 for i 954*“55 
and Rs. 4,000 for 1955-56. 

The above answer is based on the assumption that the advance 
of Rs. 3,000 received in June 1950 was not received on income 
account but was received merely as an earnest money. If the 
advance was received qua income, it should be treated as income 
for the year 1951-52, and the amount to be allocated for i 953-54 
and 1954-55 would be Rs. 2,500 for each year. 

Deduction of tax from payments to non-residents. 

Under section 18 i3A), where any interest (other than 
interest on securities ) or any other sum liable to tax is 
payable to a non-resident, income-tax at the maximum 
rates must be deducted by the person paying it, unless he 
himself is liable to pay income-tax thereon as agent. 
This provision is also extended to deduction of super-tax 
under section 18 (3C). If the payer does not deduct the 
tax, or having deducted it fails to pay it to Government, 
he would be deemed to be an assesses in default in respect 
of the tax. 

Return of interest payments. Section *20A requires 
that a return shall be furnished to the Income-Tax Officer 
by a person paying interest (not being interest on securities) 
in respect of amounts of interest exceeding Rs 400. 

Dividends 

A company is chargeable to tax on its profits as a 
distinct taxable entity and it pays the tax in discharge of 
its own liability and not on behalf of or as agent for its 
shareholders. However section 49B provides that, when 
a dividend is paid to a shareholder by a company which 
is assessed to tax, Ijhe income-tax ( but not super-tax) 
equal to the sum by which the dividend is increased under 
section 16 (2) will be deemed to have been paid on behalf 
of the shareholder. 
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Under section 16 (2), the dividend actually received 
by a shareholder (whether after deduction of income-tax 
by the company or without such deduction) must be 
grossed up adding thereto the amount of income-tax 
deemed to have been paid on his behalf by the company. 
It is the gross amount of dividend which should be 
included in his total income, because the income-tax. paid 
on his behalf by the company is a part of his income. 
The method of grossing up dividends is explained later in 
this chapter. 

As the income-tax in respect of the dividend is 
deemed to have been paid by the company on behalf of 
a shareholder, credit thereof is given to him in his assess¬ 
ment, under section 18 (5). Under section 48, he is 
further entitled to claim refund of any extra income-tax 
collected on his dividends. This relief is not available in 
respect of super-tax paid by the company. The share¬ 
holder has to pay super-tax a second time on his dividend, 
because the super-tax paid by the company is a corporation 
tax, which is not deemed to have been paid on behalf of 
the shareholders. 

The whole of the dividend is taxable in the hands 
of the shareholder, even though a part of it may have 
been derived from non-taxable income of the company 
e.g., agricultural income, since the profits of a different 
nature lose their identity w^hen they are merged«in a 
general pool of profits. When a part of the dividend is 
derived from non-tffxable profits of the company, then 
under the proviso to section 16 (2), the amount of income- 
tax addition to be made in the dividend would be calcu¬ 
lated upon the proportion which the company’s taxable 
profits bear to its total income. In such cases, the credit 
given to the shareholder under section 18 (6) would be 
for the reduced amount by which the dividend is increased. 
If no portion of the profits of a company, out of which 
the dividend has-been paid, was liable to tax in the hands 
of the company, theie would obviously be no grossing 
up under section 16 (2), no credit to the shareholder 
under section 18 (5), and no possibility of refund under 
section 48. The shareholder would have to pay income^ 
tax*in rdlspoot of such dividend. 
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The non-taxable income of a company, out of which 
dividends are declared, may be :~ 

(/) Agricultural income ; 

(if) Capital profits ; 

(Hi) Interest on tax free government securities ; or 
(ip) Income which escapes tax owing to the method 
prescribed for the computation of total income, 
e. g., on account of unabsorbed depreciation 
or business losses of past years being set off 
against the current year’s income. 

(p) Profits exempt from tax under section 15C. 

Any distribution made by a company out of its 
non-taxable profits would be a revenue receipt chargeable 
as dividend in the hands of a shareholder, but it will not 
be grossed up. This rule, however, admits of one excep¬ 
tion. No tax is payable by a shareholder in respect of 
so much of a dividend paid to him by a new industrial 
undertaking as is attributable to that part of its profits 
which, under section 15C, are exempt from tax for five 
assessment years. 

It is fallacious to contend that, when a company 
pays a dividend out of its non-taxable profits, it is not 
income at all in the shareholder’s hands. A dividend 
paid by a company out of its agricultural income is held 
as taxable in the hands of a shareholder. Such a dividend 
is not agricultural income, because it is not revenue 
derived from land used for agricultural purposes. In order 
to determine whether income is derived from land, what 
one has got to look into is the immediate and effective 
source of income and not its remote or ultimate source. 
Land is the immediate and effective source of the income 
of the company, but the immediate and effective source 
of the shareholder’s income is the declaration of the 
dividend which entitles him to receive the dividend. Mrs. 
Bacha F. Gui^dar v. C. 1. T. (22 1, T. R. ijS). 

Shares sold cuni'dividend. A dividend accrues not 
from day to day but only when it is declared. When 
shares are sold cum-dividend a short time before the 
declaration of dividend, the whole dividend is to be inclu¬ 
ded in the total income of the person who happens to be 
the shareholder on the date of its declaration. If a person 
purchased shares shortly before the declaration of,the 
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dividend, and paid what was expressed in the contract to 
be an extra sum in addition to the purchase price on 
account of the impending dividend, it Was held that the 
whole dividend was assessable in the purchaser’s hands 
as his income without any deduction in respect of the 
extra sum agreed to be paid by him on account of the 
dividend. The principle is that there is no apportionment 
by time in the case of dividends. The whole dividend 
is taxable in the hands of the person who is entitled to 
it as being on the Rgister of members at the time when 
the dividend is declared, irrespective of whether he was 
the owner of the shares throughout the period for which 
the dividend is declared or not. 

The provisions of sections 16 ('2) and 18 (5) apply 
only in the case of registered holder of shares, A person 
who buys shares but who does not get himself registered 
in the books of the company cannot avail himself of the 
procedure laid down under these two sections. 

Definition of Dividend. The definition of dividend 
is important mainly for the purpose of super tax, because 
so far as income-tax is concerned, the tax paid by the 
company on its profits before distribution to shareholders 
is treated as tax paid on behalf of the shareholders for 
which they get credit in their individual assessments. 
This is not so in the case of super-tax. Hence any receipt 
by a shareholder from the company, if it falls within the 
definition of dividend, is liable to supertax in his hands. 

The definition*of dividend given in section 2 (6A) is 
an inclusive and not an exhaustive definition. The ordi¬ 
nary meaning of dividend is the receipt by the shareholder, 
by reason of his being a shareholder, of part of the profits 
of the company of which he is a shareholder. The formali¬ 
ties and technicalities attached to the declaration of a 
dividend cannot detract from the ordinary and normal 
meaning to be attached to that expression. It may be said 
in a parbioulap caso that the dividend received by the 
shareholder was not properly declared or that the necessary 
procedure was not followed, but in its plain natural meaning 
the receipt by the shareholder under the circumstanciBS 
must be described as dividend and must have the char* 
a^Jteristios of a dividend. 
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Illustration 

The Bank of India Ltd. offered to its shareholders one share 
for every three shares held at Ks. loo per share. The Navjivan 
Mills Ltd. which had 5^000 shares in the Bank and were entitled to 
get 1,666 shares, purchased 66 shares and distributed*the right to 
purchase the remaining 1,600 shares among its shareholders holding 
800 shares in the proportion of two shares in the Bank for one 
share in the Mills. Is the distribution of this right among the 
shareholders of the Navjivan Mills Ltd. a dividend in their hands ? 

Yes, the distribution of the right to apply for shares of the 
Bank of India Ltd. by Navjivan Mills Ltd amounts to a distribu¬ 
tion of dividend and the shareholders of the Navjivan Mills Ltd. 
are liable to pay tax on the value of the right. 

The right which Navjivan Mills Ltd. acquired as a shareholder 
of the Bank of India Ltd. to obtain one share for three shares had 
a market value and Navjivan Mills Ltd. were therefore distributing 
an asset to its shareholders when it distributed the right to purchase 
1,600 shares to its shareholders, and as this asset of Navjivan Mills 
Ltd. was not a capital asset but constituted its income or profit, 
the distribution of this asset amongst its shareholders is a distri¬ 
bution of its profits or income. 

A dividend need not be declared in cash, it may be in specie, 
and therefore the fact that the company decided to transfer the 
right which it had acquired from the Bank of India Ltd to its 
shareholders need not necessarily militate against the contention 
that the transfer of such right in specie was the payment of dividend 
to the shareholders (30 /. 7 \ ti. 569 ). 

Extended Definition of Dividend. According to 
section 2 (6A), the term dividend also includes the follow¬ 
ing specific distributions :— 

<i) A distribution by a company of its accumulated 
profits, whether copitalised or not, if such distribution 
entails a release by the company to itS shareholders of any 
of its assets. The accumulated profits may be distributed 
to the shareholders in any of the following forms :— 

{a) In cash or in kind. In such a case the distri¬ 
bution is clearly a dividend, because there is a 
release of the company’s assets. 

(h) In the form of bonus shares of the company. 
When bonus shares are issued there is no 
release of the company's assess, as the trans¬ 
action takes • nothing ovib of the company’s 
coffers and puts nothing in the shareholders’ 
pockets. Therefore bonus shares are not 
included in the term dividend and are not 
liable to tax in the hands of shareholders' When 
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a company capitalises its profits and offers to 
its shareholders the option of taking bonus 
shares or receiving in cash the nominal value of 
the bonus shares, the bonus shares accepted 
instead of cash would not be dividend, but if a 
shareholder elects to take cash in lieu of shares 
the cash would be dividend in his hands. 

If a shareholder were to sell his bonus shares, he 
would only be realising a capital asset and the 
proceeds would not be liable to tax, unless he 
is a dealer in shares. 

As stated above, the bonus shares are not taxable 
as dividend when they are allotted to the share¬ 
holders. But when bonus shares are paid off 
by the company, is the amount received a 
dividend ? The answer is that where redeema¬ 
ble preference shares are issued as bonus shares 
the payment made by the company on redemp¬ 
tion would certainly be taxable as dividend ; 
but where bonus shares are paid off on the 
liquidation of the company, the shareholders 
would merely realise their capital, and the 
payment made in respect of such shares would 
not be dividend. 

(^) In the shape of shares or debentures of another 
company. In such a case the distribution 
would be a dividend in the hands ot share¬ 
holders since there is a release of the company’s 
assets, ir e., the distribution of the company’s 
investments. 

(2) A distribution of debentures or deposit certi¬ 
ficates in finy form, whether with or without interest, if 
they are covered by accumulated profits in the hands of 
the company, whether capitalised or not. 

(3) A distribution made to the shareholders of a 
company, on the liquidation of the company, out of the 
accumulated profits of the company up to liquidation 
(whether capitalised or not). . Such profits are made 
liable to tax on distribution by the liquidator. It means 
that whenever a company goes into liquidation the surplus 
received by the shareholders from the company over and 
abdve * their paid-up share capital will be treated ^ 
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dividend to the extent to whioh the oompiny had accumu¬ 
lated profits to the date of liquidation. But a distribution 
made out of profits earned during the liquidation is a 
capital receipt in the hands of shareholders and is not 
liable to tax. 

(4) A distribution by the company on the reduction 
of its share capital to the extent of accumulated profits, 
whether capitalised or not, which arose after the previous 
year prior to 1st April 19BB. This distribution is included 
in the term dividend in order to prevent distribution of 
profits in the guise of reduction of capital in order to avoid 
tax. 

(6) Any payment by a company ('not being a 
company in which the public are substantially interested, 
within the meaning of section 23 A) of any sum (whether 
as representing a part of the assets of the company or 
otherwise) by way of advance or loan to a shareholder or 
any payment by any such company on behalf of or for the 
individual benefit of a shareholder, to the extent to which 
the company in either case possesses accumulated profits. 

Nofe. Dividend docs not include (i) any distribution made 
in accordance with ( 3 ) and (4) above in respect of any shares issued 
for full cash consideration where the holder of the shares is not 
entitled in the event of liquidation to participate in the surplus 
assets ; (ii) any advance or loan made to a shareholder by a company 
in the ordinary course of business where the lending of money is 
a substantial part of the company's business ; and (iii) any dividend 
paid by a company which is set off by the company against any 
sum previously paid by it and treated as dividend within the mean¬ 
ing of (5) above. 

It is provided that the words “accumulated profits,” 
wherever they occur in the above, shall not include capital 
gains arising before 1st April 1046 or after Blst March 
1948 and before 1st April 1956. This means that the 
accumulated profits would not include capital gains for 
the purpose of the enlarged definition of the term dividend. 
Thus, any distribution made to the shareholders of a 
company on liquidation out of the capital • profits of the 
company would not be dividend. But the above definition 
is inclusive and not exhaustive, and therefore what normally 
would be dividend apart from this definition is not touched 
in any manner. If a company pays a dividend out of 
capital profits, the payment is dividend liable to tax* in the 
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baiidls of shareholders under section 12, whether the pay¬ 
ment is oaliled dividend or bonus or by any other name. 

Explanation 3 to section 4 (1) provides that a 
dividend paid by an Indian company outside the taxable 
tearritories is deemed to be income arising in the taxable 
territories to the extent to which it has been paid out of 
profits subjected to Indian income-tax. The words “by 
an Indian company” automatically exclude dividends 
declared by any other kind of company. Thus, dividends 
received by non-resident shareholders from non-resident 
pubic companies operating in India are exempt from 
Indian tax. 

Grossin^goup of Dividends. Section 16 (2) declares 
that a dividend received by a shareholder is deemed to 
be his income of the previous year in which it is paid, 
credited or distributed, regardless , of the question as to 
when the profits out of which the dividend is paid were 
earned. A shareholder’s right to dividend arises upon its 
declaration. Arrears of dividend for past years are all 
taxable as the income of the year in which they are 
declared. 

In deteormining the year of taxability of dividend, the 
material date is not when the dividend is payable or 
actually paid but when it is declared. Therefore, if the 
dividend is declared in one accounting year and made 
payable on a date which falls within the next accounting 
year, the dividend is to be treated as the income ‘of the 
year in which it is declared. 

Section 16 (2^ further provides for the grossing-up 
of dividend income. According to this sub-section, a 
person’s income is not really the dividend which he 
receives from a company, but it is the dividend actually 
received by him p/»s the income-tax paid by the company 
relating to that dividend. 

The grossing-up must be on the basis of the income- 
tax payable by the company on its total income. It is 
clear this sub-section can only apply to income-tax 
paid by the compan/in India add at the rate laid down 
the Finance Act; it cannot possibly apply to a tax 
paid by a company outside India. Therefore a dividend 
received by a shareholder from a company, which payn 
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tax both ill India and outside, should bo grossed-up by 
adding thereto only the income-tax payable by the 
company in India. The amount of tax paid by the 
company in respect of the dividend outside India has no 
bearing whatever as far as sections 16 (2) and 18 (6) are 
concerned (^/ I.T.R 28 ). 

A person who had purchased certain shares but did 
not get his name registered in the books of the company 
is not entitled to the benefits of sections 16 (2) and 18 (6) 
in respect of the income from dividend on these shares, 
because he is not registered as a shareholder {22 I. T. R. 
490 ). Similarly a person who holds shares on blank 
transfers without having his name registered in the books 
of the company is not entitled to the benefits of sections 
16 (2) and 18 (6) in respect of the income from dividends 
received by him (27 I.T.R. 202 ). 

hlethcd of Grossing.up Dividends. The rules governing 
the grossing-up of dividends (also known as processing of 
dividends) are as follows : — 

(1) The net dividend, i.e., the amount of dividend 
actually received by a shareholder (whether after deduction 
of income-tax by the company or without such deduction) 
is to be grossed-up by adding thereto the amount of 
income-tax (but not super-tax) paid by the company in 
India relating to that dividend. 

(2) The dividend received by a shareholder, who is 
not registered as a shareholder, in the books of the com¬ 
pany, cannot be grossed up. 

(3) Dividends received from a foreign company, 
which pays tax outside India, are not to be grossed up. 

(4) A dividend received from a company, which 
pays tax both in India and outside, should be grossed up 
by adding thereto only the income-tax paid by the com¬ 
pany in India. 

(5) The dividend should be grossed up on the basis 
of the rate of income-tax (including surcharge) applicable 
to the total income of the company without taking into 
account any rebate allowed or any ^Sdditional income-tax 
charged to the company. The rate of income-tax at which 
the net dividend is to be grossed up is that of the financial 
year in which the dividend is declared. 

(6) According to proviso to section 16 (2) where’a 
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dividend is paid out of profits, which are not taxed in the 
hands of the company (e. g., by reason of their being 
agricultural income or non-taxable capital gains or by 
reason of the set-off of depreciation allowance), the increase 
to be made to the dividend should be calculated upon the 
proportion which the company’s taxable profits bear to 
its total profits. Thus, where a company does not pay 
any tax on its profits out of which a dividend is declared, 
because its profits are wiped off by an allowance for 
depreciation, the dividend received by a shareholder is not 
to be grossed up at all. 

(7) The net dividend received by a shareholder from 
a company which is taxed in India should be grossed up 
in the following manner — 

[a) The rate of income-tax (including surcharge) 
applicable to a company for the assessment 
year 1956-57 is 50’4 pies per rupee. Where 
the entire profits of a company are taxable, the 
balance available for distribution as dividend 
is 141’6 pies in the rupee after the payment of 
income-tax of 50*4 pies per rupee. Therefore 
the formula for computing the gross dividend 
is to multiply the net dividend by the fraction 
192/141'6 or 80/59. Thus, if the net dividend 
received is Es. 3,000, the gross dividend would 
be Es. 4,067-13-0. 

(^) Where only a part of a company’s pro;^ts is 
taxable, the method of grossing-up the net 
dividend* would be as follows. Suppose the 
profits of a company are Es. 100, of which only 
30 per cent is taxable. The income-tax on 
Es. 30 at 60'4 pies per rupee is Es. 7-14-0 and 
the balance left for distribution is Es. 92-2-0. 
Therefore for every Es. 92-2-0 the gross divi¬ 
dend would be Es. 100. For example, if a divi¬ 
dend of Es.5,000 is received from a company^ 
70 per cent cf whose profits are taxable the 
grossing-up would be dpne as follows — 

Let the profits be Es.lOO or 19,200 pies. The 
income-tax on Es. 70 at 50’4 pies per rupee 
comes to 3,528 pies, and the balance left for 
distribution is 16,672 pies. 
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Therefore for every 16,672 net dividend the 
gross dividend would be 19,200; and for 
Bs. 6,000 the gross dividend would be Bs, 
6,125-9-0. 

Illustration 

X received the following dividends declared by different com* 
panics in the previous year ended 31st March 1956 :— 

(1) Rs. ijooo from a company, registered in the United 

Kingdom, which is not assessed to tax in India. 

(2) Rs. 1,000 from a company, the profits of which had not 

been taxed on account > of unabsorbed depreciation 

allowance. 

(3) Rs. 1,000 from a company whose shares were held by X 

on blank transfer. 

( 4 ) Rs. 1,000 from a company which was not assessed in the 

year but which declared its dividend from the reserves 

created out of its entirely taxed past profits. 

(5) Rs. 1,000 from a company whose percentages of profits 

arc 75% taxed, 15% tax-free and 10% agricultural. 

(6) Rs. 1,000 from a company which paid income-tax on $0% 

of its profits. 

( 7 ) Rs. 1,000 from a company which paid income-tax on its 

full profits. 

Compute the total income of X for the assessment year 
1956-57 and the tax paid at source in respect of the dividends. 

As regards the grossing-up of dividends received, the position 
is as follows ;— 

(x) This is not to be grossed up as the company was not 
assessed to tax in India. 

(а) This is not to be grossed up, since the profits nl the 
company were not taxed on account of unabsorbed depreciation 
allowihce. 

(3) This is not to be grossed up, bec|use X is joiot a registered 
shareholder of the company. 

( 4 ) This is not to be grossed up, according to executive 
instructions of the Central Board of Revenue, because the dividend 
was declared out of the taxed profits of past years. 

(5) This dividend, when grossed up, would amount to 
Rs. 1,245-2-0. 

(б) This dividend, when grossed up, would amount to 
Rs. 1,151-1-0. 

( 7 ) This dividend, when grossed up, would amount to 
Rs. 1,355-15-0. . 

Therefore the total income of X ^or the assessment year 
1956-57 is Rs. 7,75a and the*amount of income-tax suffered at source, 
for which he will get a credit, is Rs. 752-2-0. 

Readljustinent of tax relief given to ahareholders. 

Hitherto credit for tax was given to shareholders on Jibe 
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basis of certificates issued by companies that taxes in 
respect of the profits out of which the dividends were 
distribute had been or would be paid. It sometimes 
happened that credit was given in the assessments of 
shareholders even before the company had actually paid 
the tax on the corresponding profits. If in any case the 
company ultimately did not pay tax on its profits fully or 
in part, the shareholders would have received credit 
without the Government having received corresponding 
taxes from the companies. 

In order to remedy this defect, section 36 (9) provides 
that, if an Income Tax Officer finds that a company has 
not in fact paid the tax on its profits, out of which a 
dividend has been declared, within three years after the 
financial year in which the profits were distributed by the 
company and that the shareholders were given credit for 
the tax deemed to have been paid by the company, he 
can reopen the assessment of a shareholder, as if it is a 
mistake apparent from the records and recover the credit 
given to the shareholder to the extent the tax has not 
been paid by the company. He can do this at any time 
within a period of four years from the end of the three 
years referred to above. 

Dividends paid out of agricultural income. Dividends 
paid by a company out of its agricultural income are not 
agricultural income in the hands of the shareholders, and 
they are therefore liable to income-tax, even thou^ the 
income of the company has been assessed to agricultural 
income-tax by a State law. This income is therefore 
subject to double taxation. Section 49B has nowr been 
amended for giving relief against such double taxation by 
treating the dividends paid by such companies on the 
same footing as dividends paid by a company whose 
entire income is derived from non-agricultural sources. 
Under the new law, agricultural income-tax paid by a 
company to any State less any refunds obtained from the 
State by the shareholder or the Central income-tax paid 
by the shareholder ^n the appropriate portion of the 
dividend, whichever is less, would be allowed as a deduction 
to the shareholder from the tax payable by him. 

Exempt Dividends. Dividend ihoome is exempt fm^^ 
tax (both income-tax and super-tax) in the hands df 
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the trustees of a charitable trust [ section 4 (3) (i) ] 
or of a recognised provident fund [section 4 (3) (ix)], in 
the hands of cooperative societies if the dividends are 
derived from investments with other cooperative societies 
[section 14 (3) (ii)] and in the hands of shareholders of 
newly-^tablished industrial undertakings in certain cir¬ 
cumstances [section 150 (4)]. Under section 56A, no 
super-tax is payable by a company in respect of certain 
dividends received by it from other companies. 

Methods of Accounting 

The provisions of sections 10 and 12 have been so 
worded as to make it clear that as regards income from 
business and other sources no uniform method of account" 
ing is prescribed for all tax-payers, and that every assesses 
may Sbdopt such system of accounting as is best suited 
for his purposes. The only restrictions imposed by sec¬ 
tion 13 are :— 

{a) That the method of accounting adopted must be 
one that clearly reflects the income of the 
assesses in respect of the previous years ; and 

(h) That the method of accounting is one that is 
regularly employed by him. 

If a tax-payer does not regularly employ a method 
of accounting, which clearly reflects his income for the 
previous year, the computation of his income will be made 
in such manner as in the opinion of the Income-Tax 
Officer does clearly reflect it. Therefore if the accounts 
kept by an assesses are such that the profits cannot be 
easily ascertained from them, the assessment is made on 
an assumed flat rate of profit on the turnover, and the 
basis of the flat rate is the previous practice and experience 
of the income-tax department. There is nothing to prevent 
an Income-Tax Officer from charging two different flat 
rates for two different assessees in the same locality. 

When acting under^ the power given to the Income- 
Tax Officer by the proviso to section 13, he. cannot exercise 
the discretion vested in^ him arbiti^rily, capriciously or 
dishonestly. He must exercise his judgment in such a 
manner as would make it possible for him to ascertain the 
profits of the assessee most approximating to the truth. 
What the Income-Tax Officer has always got to bear .in 
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mind in resorting to section 13 is the salutary principle 
Ihat his main function is to see that the true profits are 
ascertained as nearly as it can be done. It is always open 
to the High Court on a reference to consider whether the 
method adopted by the Income-Tax Officer is a wrong 
method, wrong in the sense that the method is not one 
which is likely to result in the true profits being ascertained 

{23 IT. R. 73), 

In a case to which the proviso to section 13 applies, 
the Income Tax Officer is bound to disclose in his order 
the basis and the manner of computation of the income 
and to disclose the data on which he arrives at the result. 
The proviso to section 13 does not entitle the Income-Tax 
Officer to have a leap in the dark. When the assessment 
is under section 23 (S'), he may use material not placed 
before him by the assesses ; but in such a case natural 
justice demands that he should give the assesses an 
opportunity of showing, if he can, that the material is 
incorrect, though the Officer is not bound to disclose the 
source of his information. It may be that there is an 
adequate explanation against the information sought to be 
used against the assesses or that the Income-Tax Officer 
might be misinformed. Although there is no express 
provision in the Income-Tax Act requiring the Income-Tax 
Officer to make such disclosure, it is necessary on the 
principles of natural justice. The Income-Tax Officer is 
not entitled to discard the evidence of the books of account 
altogether merely because the proviso to sectioif 13 is 
attracted { 2 ; I.T. 21 f). 

If the assessee has maintained proper accounts, the 
fact that the profits appear to the Income-Tax Officer to 
he insufficient and the fact that no stock register is main¬ 
tained by the assessee are not materials upon which the 
Income-tax Officer can use his powder under section 13» 
though there are circumstances which may provoke an 
inquiry. The Income-Tax Officer must discover evidence 
or material aliunde before he can do so { 26 1. T R. iJ 9 ). 

It is the duty of an assessee to present accounts 
showing his true income, and if* he fails to do so and the 
Income-Tax Officer makes the estimate to the best of his 
ability on the materials before him, the assessee must put 
4 >p with it. 
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Change in Accounting System. When an assesses 
desires fco change his method of accounting and makes 
such a request, the Income-Tax Officer, if he is prepared 
to allow the change, should take steps to sequre that no 
profits escape taxation on account of the change. Whether 
a method of accounting has been regularly employed is a 
question of fact, but it is open to the assessee to change 
his method, though not from year to year. In doing so, 
he should satisfy the income-tax authorities that he is 
making the change in good faith and not with a view to 
defrauding the revenue. 

Methods Accounting. While section 13 leaves it 
to the discretion of the Income-Tax Officer to decide 
whether a particular system of accounting should be 
accepted or whether a change in the system of accounting 
should be allowed, the discretion of the Income-Tax Officer 
in this matter can be questioned in the course of an appeal 
against the assessment. There are three systems of 
accounting that may be adopted by assessees :— 

(/) (2ash System, Under this system a record is kept 
of actual receipts and actual payments, entries being made 
only when money is actually collected or disbursed. This 
system is quite inadequate for the needs of a trading 
concern where there may be a number of credit transac¬ 
tions. The income of a business cannot be computed 
correctly under this system. It is therefore unusual for a 
trader to calculate his profits on this system. 

This system may very well be adopted by a pro¬ 
fessional man such as a doctor, an accountant or a vakil, 
where nearly all transactions are for cash and also by non- 
'trading concerns such as a club, a school, a college etc., 
whose object of keeping accounts is to secure that aH 
income that should be received has been received and 
that the actual income received has been properly accoun¬ 
ted for. 

However, if a small trader adopts the cash system 
"of accounting and wishes to calculate hi? profit or loss 
' therefrom, the difference between the v%lue of the opening 
and closing stocks should be taken into account in doing 
so, so that a proper and even distribution of bis profits 
over a series of years may be secured. 

(//) Mercantile Accountancy System. ThU is alsoj 
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known as the book profits system of accounting. Under 
this system, a record is kept of all transactions both cash 
and credit, and the net profit or loss is calculated after 
taking into account all the income and all the expenditure- 
relating to the year, whether such income has been actually 
received or not and whether such expenditure has been 
actually paid or not. That is to say, the profit computed 
under this system is the profit actually earned, though not 
necessarily realised in cash or the loss computed under 
this system is the loss actually sustained, though not 
necessarily paid in cash. The distinctive feature of this 
method of accounting is that it brings into credit what 
is due immediately it becomes legally due and before it is 
actually received, and it brings into debit expenditure for 
which a legal liability has teen incurred before it is 
actually disbursed. 

{iii) Mixed System of Accounting, Besides the cash 
system and the mercantile system, there may be several 
hybrid or mixed systems of accounting. This is to say, 
a trader may record one set of transactions on the cash 
basis and for another set he may follow the mercantile 
method. Thus, purchases and sales of goods may be 
recorded on the mercantile basis and income and expenses 
on the Ciish basis. An assessee can adopt a mixed system 
of accounting so long as he regularly employs it. 

yt.B .—It is the method of accounting adopted by an assessee 
that determines the period in which any item of gross revenue or 
any deduction therefrom is to be accounted for and which deter¬ 
mines whether a particular allowance is or is not permissible. It is- 
for this reason that the law does not contain a complete statement 
of the deductions that arc permissible in computing business profits, 
professional earnings and income from other sources, since certain 
allowances can occur only where the mercantile system is in use. 
There can, for example, be no bad debts where the cash method of 
accounting has been followed. 

Maintenance of Accounts. One of the main diffiouh 
ties facing an Income-Tax Officer is that of ascertaining 
the correct income of an assessee. The task is veiy 
considerably simplified if the fbssessee produces accounts, 
regularly and properly kept and, if possible, audited by 
a chartered accountant. But in the case of many indirn- 
duals, as also in the case of small traders, the plea dft^. 
<fput forward is that no accounts worth the name have- 
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been maintained. It is therefore sometimes suggested 
that a legal obligation should be imposed on all persons, 
at least on those who do business, to keep proper accounts. 
In the present state of illiteracy in India, this suggestion 
is however impracticable. Still, the income-tax authori¬ 
ties are not wholly without remedy in the case of a trader 
who does not keep any accounts. 

Even if it may not be prac-ticable to impose an 
obligation on all assesseos to maintain pro^Der accounts, 
the mainten.ance of such account should, wherever 
possible, be encouraged. The assessees are discouraged 
irom maintaining accounts when they find that such 
accounts as have been kept are treated with scant respect 
by the income-tax authorities. The Income-Tax Inves¬ 
tigation Commission has, therefore, recommended that 
the Central Board of Revenue should issue general 
instructions to Income-Tax Officers directing that every 
effort should be made to encourage assessees to maintain 
proper accounts and unless the defects in the accounts 
•disclose a desire on the part of the assessee to conceal 
his profits or they are so badly kept as to make them 
practically useless for the purpose of ascertaining the 
income, the assessment should as far as possible be made 
on the basis of the accounts maintained by the assessee. 

Where accounts have been kept, it practically 
becomes necessary for assessees, under the provisions of 
section S4, to preserve their accounts for even 8 years, as 
they may receive a notice for revision of the assessments 
under that section. It is equally prudent to preserve 
primary and subsidiary accounts for the same period. 

In respect of accounts relating to large businesses, it 
will be a useful safeguard for the income-tax department 
if the accounts are examined and certified by a chartered 
accountant. It is not desirable to make audit of accounts 
compulsory except in the case of businesses with large 
incomes. 

The prescribed return of total income (which every 
assessee has to fill up) requires that, if the accounts are 
iept on the mercantile accountancy system, a copy of 
Ihe profit and loss account and balance- sheet should be 
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attached to the return and that, if the accounts are kept 
on any other system, the name and description of the 
system is to be stated and a copy of any statement, \yhioh 
corresponds to the profit and loss account in the mercan¬ 
tile system, is to be attached to the return. In the case of 
a company, a copy of the auditor’s report is also to be 
attach^ to the return. 



CHAPTER 10 

CAPITAL GAINS 

The Finance (No. 3) Act, 1966, has revived with 
some modifications the scheme of capital gains tax which 
was in existence during the period 1st April 1946 to 31st 
March 1948. 

Section 12B provides that tax shall be payable by an 
assessee under the head “capital gains” in respect of any 
profits arising from the sale, exchange, relinquishment or 
transfer of a capital asset effected after 31st March 1956, 
and that such profits shall be deemed to be income of the 
previous year in which the sale, exchange, relinquishment 
or transfer took place. 

The term “capital asset’’ means property of any kind 
held by an assessee whether connected with his business 
or not, but it does not include : 

(a) any stock-in-trade, consumable stores or raw 
materials held for business purposes ; 

(h) personal effects (i. e., wearing apparel, jewellery, 
furniture, etc.); and 

(f) ^ny land whose income is agricultural income. 

The share of a partner in a partnership concern is 
property and therefore a capital asset. If an assessee 
purchased a certain piece of land which was at one time 
agricultural land with the object of putting up a building 
thereon, and sold the land with the building at a profit, 
the profit so realised is a capital gain, because the assessee 
did not hold the land for agricultural purposes and there¬ 
fore the land is not excluded from the definition of capital 
asset. 

Exemptions. The following capital gains have been 
expressly exempted from tax.:— 

(1) Gains arising on the transfer of capital assets 
by will, bequest or gift. 
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{2) Gains arising on the distribution of capital assets 
on the total or partial partition of a Hindu 
undivided family. 

(3) Gains arising on the transfer by a parent com¬ 

pany of its capital assets to a wholly-owned 
Indian subsidiary company. 

(4) Gains arising on the sale of residential house 

property which had been occupied by the 
assessee or his parent for two years, if the 
capital gains have been fully invested in the 
purchase of new residential property within one 
year before or after the capital gains arose. 
But if the capital gains exceed the cost of the 
new property, the excess will be taxable. 

In regard to house property, there is yet another 
exemption. If the fair market value of all the house 
properties owned by an assesses does not exceed Es.SOjOOO, 
and if he sells one of his properties for a sum not exceeding 
Rs.25,000, no tax is payable on the capital gains resulting 
from such sale. 

Deductions. The amount of capital taxable gains 
is to be computed after making the following deductions 
from the full value of the consideration for which the sale, 
exchange, relinquishment or transfer of the capital asset is 
made, namely : 

(1) Expenditure incurred solely in oonne^ction with 
the sale, exchange, relinquishment or transfer ; and 

(2) The actual cost to the assessee of the capital 
asset, including the cost of any additions or improvements 
but excluding any expenditure for which an allowance is 
admissible under sections 8, 9, 10 and 12. But this is 
subject to the following provisions :— 

(a) Where a person who acquires a capital asset from 
the assessee is a person with whom the assessee 
is directly or indirectly connected, and the 
Income-Tax Officer has reason to believe that 
the saje, exchange, relinquishment or transfer 
was effected with the object of tax avoidance, 
the full consideration for which the sale, 
exchange, relinquishment or transfer is made 
shall be the fair market value of the capital 
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asset on the date of sale, exchange, relinquish¬ 
ment or transfer. 

(b) "Where the capital asset is one for which the 
assesses has obtained depreciation allowance in 
any year, the actual cost of the asset to the 
assesses shall be its written-down value increased 
or diminished by any adjustment made under 
section 10 (2) (vii). This point will be quite 
clear from the three illustrations appended 
below. 

(0 The assesses is given the option to adopt, instead 
of the actual cost of a capital asset, its fair 
market value as on Ist January 1964, This 
means that all capital appreciation which had 
taken place in the value of a capital asset up 
to 1st January 1954, will be left untaxed. 

(d) Where any capital asset became the property of 
the assesses by succession, inheritance or de¬ 
volution or on any distribution of capital assets 
on the partition of a Hindu undivided family 
or on the dissolution of a firm or on the 
liquidation of a company or under a deed 
of gift, its actual cost to him will be its actual 
cost to the previous owner thereof less any 
depreciation allowance ; and where the actual 
cost to the previous owner cannot be ascer- 

, tained, the fair market value at the date on 
which the capital asset became the property of 
the previous owner shall be deemed to be the 
actual cost thereof. 

Provided that where the capital asset became the 
property of the assessee (i) before Ist April 1956, 
under a deed of gift or on the partition of a 
Hindu undivided family, the actual cost allow¬ 
able to him shall be the fair market value of 
the capital asset on the date of the gift or the 
date of the partition, as the case may be, if such 
value is greater, than the actual cost to the 
previous owner or the fair market value thereof 
on 1st January 1954 ; and (ii) on or after 
1st April 1966, on the partition of a Hindu 
undivided family, the cost allowable to him 
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shall be the fair market value on the date of 
the partition. 

{(f) Where the capital asset was on an}'' previous 
occasion the subject of negotiations for its sale, 
exchange, relinquishment or transfer, any 
option or other money received and retained by 
the assesses in respect of such negotiations 
shall be deducted in computing the actual cost 
of such asset to him. 

Illustrations 

(a) X is in business as a manufacturer. His accounting year 
ends on 31st December. On ist November 1956, he sold for 
Rs. 60,000 some machinery which had cost Rs. 4 o,ooo and in 
respect of which Rs. 15,000 had been allowed as depreciation. 

In this case there is a profit of Rs. 35,000 on the sale of this 
asset. Therefore in the assessment year 1957-58, Rs. 15,000 out of 
Rs. 35,000 will be taxed as income under section 10 (a) (vii), while 
Rs. 20,000 will be taxed as a capital gain. For the purpose of 
computing the capital gain of Rs. ao,oco the written-down value of 
Rs. 25,000 increased b/ the adjustment of Rs. 15,000 made under 
section 10 fa) (vii) becomes the actual cost to the asscssee. 

(b) X has been in business as a manufacturer, making up 
his accounts to 3 ist December. On 3 ist December 1956, he closed 
down his business. In March 1957, he sold for Rs. 60,000 some 
machinery which had cost Rs. 4 o,ooo and in respect of which 
Rs. 15,000 had been allowed as depreciation. 

In this case there is a profit of Rs. 35,000 on the sale of this 
asset. But as the sale took place after the discontinuance of the 
business, nothing out of this profit can be taxed as income under 
section 10 (a) (vii). Therefore, the whole of Rs.35,000 will be taxed 
as a capital gain in the assessment year 1958-59* 

(c) X has been*in business as a manufacturer. His account* 
ing year ends on 31st December. On 1st November 1956, he sold 
for Rs. 20,00c some machinery which had cost Rs. 4 o,ooo and in 
respect of which Rs. i 5 ,ooo had been allowed as depreciation. 

In this case there is a loss of Rs. 5,000 on the sale of this 
asset, the whole of which will be allowed in the assessment year 
1957-58 as balancing depreciation. The written-down value of 
Rs. 35,000 is diminished by this allowance and becomes Rs. 20,000 
for the purpose of computing the capital gain. Therefore, the 
capital gain is yil. 

Computation Tax on Capital Gains. The Odipit&l 
gains tax forms a part of the income-tax. It is therefore 
assessed and collected along with the tax on other income. 
The tax is imposed on capital gains realised and not on 
•capital gains accrued. In other words, if somebody hsA 
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purchased a house for Bs. 20,000 in the year 1932 and its 
Talue today is Bs. 36,000, no tax is payable on the 
difference between the two values, namely, Bs. 15,000, 
unless the house Is actually sold, exchanged, relinquished 
or transferred. 

The method of computing the tax on capital gains is 
laid down in section 17 (6) and section 17 (7) and is as 
follows 

Companies. A company has to pay income-tax on 
the capital gains at the maximum rate. No super-tax is 
payable on capital gains. Super-tax is payable only 
on other income. 

Other Assessees, Even in the case of non-company 
assessees, no super-tax is payable on capital gains ; while 
the income-tax payable on (*apital gains and on other 
income is calculated in the following manner ; ~ 

(a) The rate of income-tax payable on capital gains 

is related to the other income of the assessee. 
One-third of the capital gains is to be added to 
the other income, and the income-tax rate 
applicable to the sum so arrived at is the rate 
at which the whole of the capital gains is char¬ 
ged to income-tax. But in no case, the income- 
tax on capital gains is to exceed one-half of the 
amount by which the capital gains exceed 
Bs. 5,000. This is the marginal relief. 

Moreover, no income-tax is levi^d on capital gains 
if (i) the capital gains do not exceed Bs. 5,000 
or (ii) the total income, including the capital 
gains, does not exceed Bs. 10,000. 

(b) The income-tax and super-tax payable on other 

income is calculated on the total incme minus 
the capital gains. 

Set-off and Carry-forward of Capital Losses. The 

•capital losses of any year, which cannot be •wholly wiped 
off by capital gains of that .year, may ^ carried forward 
for 8 years for set-off against future capital gains. To 
permit of such carry-forward, the capital loss sustained in 
any previous year must exceed Bs. 5,000 in the case of 
^non-company assesaees. 
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Illustration 

The particulars of the income of X (an individual) for the 
year ended 31st March i 957 are as follows 

(a) Salary Rs. ao,ooo. 

(b) Intelest on loans Rs. xo^ooo. 

(c) Capital gains on the sale of shares Rs. 15,000. 

(d) Capital gains on the sale a house Rs. S,ooo. 

The house from which the capital gams of Rs. 8,000 arose 
was sold for Rs.24,000, and X has one more house worth Rs.25,000. 

Show how his tax liability will be determined for the assess¬ 
ment year 1957-58. 

The capital gains of Rs. 8,000 realised on the sale of a house 
is exempt from tax, because the value of all the house property of 
X did not exceed Rs. 5O/O00 and the house was sold for not more 
than Rs. 25,000. The capital gains of Rs. iS.ooo on the sale of 
shares are taxable. 

The total income for the assessment year 1957-58 is Rs. 45 ,ooo 
consisting of Rs. i 5 ,ooo capital gains and Rs. 3 o,ooo other income. 
The tax payable by him will be calculated as follows 

The income-tax payable on the capital gains of Rs. 15,000 will 
be at the rate applicable to Rs. 35 ,ooo (i. e., Rs. 3 o,ooo + Rs. 5,000, 
being one-third of capital gains); while the income-tax and super¬ 
tax payable on other income will be at the rates applicable to 
Rs. 3 o,ooo (i. c., total income minus capital gains.) 



CHAPTEK 11 

DEPRECIATION 

The term ‘depreciation’ is not defined in the Act. 
It has its origin in accountancy. It means diminution 
in the value of an asset principally by reason of wear and 
tear. In computing the taxable profits of a business, 
profession or vocation, all revenue expenses are deducted 
from the profits, but capital expenditure is altogether 
excluded. Therefore an allowance for depreciation is 
granted in respect of fixed assets representing capital 
expenditure. 

Under section 10 (2) (vi), depreciation is allowed 
only in respect of buildings, machinery, plant and 
furniture which are the property of the assessee and 
which are used for purposes of business, profession or 
vocation. A building is deemed to be used for business 
purposes when it is used for the production of commodities 
or for storage or for distribution or for administration or as 
a welfare building. 

The term ‘plant’ includes vehicles, books, scientific 
apparatus and surgical equipment. 

It should be particularly noted that depreciation is 
allowed only on account of user. That is why no such 
allowance is permissible in the case of an asset lying idle. 
An asset will not be regarded as lying idle when it is 
actually used or when it is intended to be used, but if 
certain machinery is not yet erected in the factory and 
is lying in store, then such machinery is lying idle. 

If the user is partial, the depreciation allowance will 
also be partial. The partial user may be in ^regard to time 
or in regard to the purpose. Thu|, if *an asset (say, 
a motor oar) is used partly for business and partly for 
the private use of the proprietor, the depreciation allowance 
in respect of the motor oar will be only partial. 
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Similarly, if an asset is acquired during the account¬ 
ing year, the depreciation allowance will be only propo¬ 
rtionate according to the complete months of the year 
that it has been in use. However, in the case of industries 
which work seasonally, full depreciation allowance is 
granted if the assets have been used throughout the 
working season. Prior to the assessment year 1948-49, 
depreciation in respect of a new asset was allowed in full 
even though the asset was in use for a part of the year. 

Partial user in • regard to time does not affect the 
initial depreciation which is allowed in full for the whole 
year in all cases. 

Who is entitled to depreciation ? It is the owner of 
the capital assets, who is entitled to claim allowance for 
depreciation. A lessee who carries on business, having 
taken on lease building, machinery or plant, is not 
entitled to claim the depreciation allowance, because he 
is not the owner of such assets. In the case of assets 
acquired under the hire-purchase system, the purchaser 
does not become the legal owner immediately on taking 
delivery, but as a special case depreciation is allowed 
under administrative instructions of the Central Board of 
Be venue according to the following rules :— 

(/*) In every case of payment purporting to be for 
hire-purchase, the agreement under which the payment is 
made should be produced to the Income-Tax Officer. 

(//) Where the effect of an agreement is that the 
ownership of the asselfis at once transferred to the lessee 
(e. where the lessor obtains a right to sue for arrear 
instalments but no right to recovery of the asset) the 
transaction should be regarded as one of purchase by 
instalments, and no deduction in respect of hire should 
be made. Depreciation should he allowed to the lessee on 
the entire purchase price as per the agreement. 

(i/V) Where the terms of the agreement provide 
that the asset shall eventually become the property of the 
hirer or confer on the hirer an option to purchase the 
assets, the transaction should be regarded as one of 
hire-purchase. In such oases the periodical payments 
made by the hirer should for tax purposes be regarded as 
made up of 
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(a) consideration for hire, to be allowed as a deduc¬ 
tion in the assessment; and 
(^) payment on account of purchase, to be treated 
as capital outlay, depreciation being allowed to 
the lessee on the initial value the amount 
for which the hired asset would have been sold 
for cash at the date of agreement). 

The allowance to be made in respect of hire should 
be the difference between the aggregate amount of the 
periodical payments under the agreement and the initial 
value {as described above), the amount of this allowance 
being spread evenly over the term of the agreement. If 
how''ever, the agreement were terminated either by the 
outright purchase of equipment or its return to the owner, 
the deduction should cease as from the date of the 
termination. 

An assesses claiming this deduction should furnish 
a certificate from the vendor or other satisfactory evidence 
of the initial value. Where no certificate or other satis- 
iactory evidence is forthcoming, the initial value should 
be arrived at by computing the present value of the amount 
payable under the agreement at an appropriate rate per cent. 

Conditions for the grant of depreciation allowance. 

In order to obtain depreciation allowance under section 
10 (2) (vi) the following two conditions must be fulfilled ; 

(/*) The required particulars regarding depreciation 
■(as given in Part Y of the form of return of income) must 
be furnished to the Income-Tax Officer ; and 

(//) The aggregate of all allowances in respect of 
■depreciation made under clause (vi) and clause (vi a) or 
under any repealed Act should not exceed the actual cost 
of the asset to the assessee. 

Replacement in place of depreciation. In the case 
of furniture and books, if the assessee so desires, he may 
claim the cost of replacement instead of depreciation, but 
such replacement cost should not include the cost of any 
improvements. Assessees drawing «dncome from railways 
and tramways ( not being electric tramways ) have the 
option to claim actual expenses incurred on repairs, 
replacements and renewals in place of the depreciation 
allowance. 
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Development Rebate 

Under section 10 (2) (vib), an assessee is entitled^ 
in respect of new machinery and plant installed after 
Slst March 1954 and used wholly for purposes of a business 
(but not a profession or vocation), to a development rebate 
for the year of installation equal to 25 per cent of the actual 
cost of such machinery or plant provided the particulars 
prescribed for the purpose have been furnished. 

Development rebate is admissible only in respect of 
new plant and machinery which can be regarded as having 
been “installed” in the strict sense. Thus, new' motor 
cars, motor cycles, cycles, typewriters, accounting machines 
and other office appliances cannot be said to be installed, 
and are not therefore eligible for development rebate. 

The development rebate is similar to the “investment 
allowance” given in the United Kingdom, and is in lieu 
of initial depreciation otherwise available under section 10 
(2) (vi) in respect of new machinery and plant, but it 
differs materially fro]n the initial depreciation in the 
following respects :— 

W Initial depreciation is allowed for new building?^ 
and new^ plant and machinery ; but development 
rebate is admissible only for new plant and 
machinery. 

(b) Initial depreciation is allowed at 20 per cent of 

the cost of new machinery and plant, but 
developipent rebate is allowed at 25 per cent. 

(c) Initial depreciation is allowed for new assets 

used in a business, profession or vocation ; but 
development rebate is admissible for new plant 
and machinery used only in a business and is 
not extended to plant and machinery used in a 
profession or vocation. For example, a charte¬ 
red accountant installing a new accounting 
machine for use in his profession is not entitled 
to development rebate. 

{d) Initial depreciation is allowed proportionately 
for assets which are used partly for business 
purposes and partly for private purposes of the 
proprietor ; while development rebate is a^niis-, 
sible only for plant and machinery which is 
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wholly used in the business. Thus no develop¬ 
ment rebate can be claimed for new motor oars, 
motor cycles, cycles, typewriters, accounting 
machines and other office appliances, because 
such assets can be used for private purposes 
as well. 

(e) Initial depreciation allowance is taken into 
account for the purpose of calculating the 
terminal charge or allowance (i. e., balancing 
charge or allowance) under section 10 (2) (vii) 
whereas the development rebate has to be 
wholly excluded for this purpose, because the 
definition of “written-down value” in section 10 
(6) refers only to depreciation actually allowed. 

The object of granting the development rebate is to 
provide an incentive to the development of industrial 
enterprise. 

Various Depreciation Allowances 

(1) Normal Depreciation. Under section 10(2) (vi), 
depreciation is allowed on buildings, machinery, plant and 
furniture at the prescribed rates on the written-down value 
of the asset. In the case of ocean-going ships depreciation 
is, however, allowed on the original cost instead of on 
the written-down value. The meaning of the term ‘written- 
down value’ and some of the principal prescribed rates of 
depreciation are given later on. 

(2) Extra Shift Allowance. In the case of machinery 
and plant an extra shift depreciation lallowance is granted 
for double and triple shift working. This extra shift 
allowance is 50 per cent of the normal allowance in res. 
pect of double shifts and can be up to 100 per cent of the 
normal allowance ( instead of the 50 per cent ) in respect 
of triple shifts. 

The calculation of the extra allowance for double 
•shift and for triple shift working is to be made separately, 
proportionate to the number of days durtng which there 
was only double shift working and dufing which there was 
triple shift working. For this purpose the normal number 
of working days in the year is taken as 300. Thus, if a 
factory has worked only double shift for 100 days and 
triple shift for another 100 days, the double shift allowanbe 
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•will be one-third of 50 per oent of the normal allowance 
for the whole year, and the triple shift allowance will be 
one third of 100 per cent of the normal allowance for the 
whole year. 

(3) Additional Depreciation. Under section 10 (2) 
(vi a), in respect of new buildings and new machinery and 
plant acquired after 31st March 1948, an additional 
depreciation allowance equal to the normal depreciation 
(single shift) is granted for five successive assessment years 
immediately following the year in which the assets are 
brought into use. This allowance will be admissible only 
in the assessment years 1949-60 to 1958-59. 

The further depreciation allowed under these pro¬ 
visions will be deductible in arriving at tlie written-down 
value. 

(4) Initial Depreciation. Section 10 (2) (vi) also 

provides for the grant of the following initial depreciation 
on account of new buildings and new machinery and plant 
(not being machinery or plant entitled to development 
rebate), erected or installed after ^ist March and before 

ist April j6^ in respect of the year in which they are 
acquired and brought into use for business purposes :— 

{a) In the case of buildings erected between 1st April 
1946 and 31st March 1956, at 15’.. of the cost 
thereof to the assessee. 

(h) In the case of other buildings, at 10'- of tbe cost 
thereof to the assessee. 

{c) In the c^se of machinery or plant, at 20". of the 
cost thereof to the assessee. 

The initial deprec.iation is granted in addition to the 
normal depreciation allowance. When a new asset is 
acquired during the accounting year, the initial depreciation 
is granted in full for the whole year. 

Where an assessee erects a building or instals new 
machinery or plant in the accounting year for carrying on 
a now business, but commences the business only after the 
expiry of the accounting year, he cannot claim initial 
depreciation under *seotion 10 (2) (vi) in respect of that 
building, machinery or plant ? lor, under this section, such 
depreciation is allowable only in respect of buildings, 
machinery or plant “used for the purposes of the business?*, 
\ e., in the year of account 1. T. K. jo^). 
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The initial depreciation is nob deductible in arriving 
at the written-down value for the purpose of calculating 
the subsequent normal depreciation, but it must be taken 
into account in arriving at the written-down value for the 
purpose of section 10 ('2) (vii). In other words, the initial 
depreciation is to be taken into account when computing 
the profit or loss on the sale or discard of an asset. 

Fro/^i the dates mntioned above^ it is obvious that the 
initial depreciation allowance in respect of new buildings and new 
plant or machinery^ which are brought into use after yist March 
i9 J6, has been discontinued. 

Unabsorbed Depreciation. When on account of the 
absence or insufficiency of profits of any business, the full 
or a part of the depreciation allowance cannot be claimed, 
the balance of the depreciation allowance not so claimed 
is known as unabsorbed depreciation. But the amount 
of depreciation which is disallowed for any other reason 
{e. the required particulars nob being furnished to the 
Income-Tax Officer ) cannot be included in the term 
unabsorbed depreciation. 

If an assessee, in addition to his business income 
has any other source of income such as salary, income 
from property, etc., the amount of unabsorbed depreciation 
can be set off against such other income and only the 
amount of depreciation not so set off will 1)6 the amount 
of unahsorbed depreciation to be carried forward. The 
unabsorbed depreciation can be carried forward indefinitely 
to be claimed in subsequent assessments, subject to the 
condition that, if there is a business loss also carried for¬ 
ward, such business loss will be set off first before allowing 
the unabsorbed depreciation. 

The unabsorbed depreciation of a particular year is 
added to the amount of depreciation allowance for the 
following year and is deemed to be part of that allowance, 
or if there is no such allowance for that year, is deemed 
to be the allowance for that year, and so on for succeeding 
years. 

When a business is closed down in any year, the 
carry-forward of its unabsorbed depreciation will not be 
allowed, and the unabsorbed depreciation like any other 
losses will have to be regarded as a capital loss. 
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Where unabsorbed depreciation has been effectively 
allowed in the assessment of a partner of a registered firm, 
it cannot be carried forward in the case of the firm. 

Written.down Value. The written-down value of an 
asset means : 

(/) in the case of an asset acquired in the previous 
year, the actual cost to the assessoe j and 
(//) in the case of an asset acquired before the pre¬ 
vious year, the actual cost to the assessee less all 
depreciation actually allowed to him. 

In respect of a building previously owned by an 
assessee and brought into use for the purpose of his 
business after 28th February 1946, the written-down value- 
means the actual cost to the assessee minus such deprecia¬ 
tion as would have been allowable had the building been 
used all along for the purpose of the business since the 
date of its acquisition. The rate of depreciation for this 
intervening period will be the rate in force on the date of 
the introduction of the building into the business. 

The expression ‘actual cost of the as.sessee’ is subject 
to the following qualifications :— 

(^) Where, before the date of acquisition by the 
assessee, the assets wore at any time used by 
any other person for the purpose of his business 
and the Income-Tax Officer is satisfied that 
the main object of the transfer of such assets 
directly or indirectly to the assessee Was tho 
reduction of tax liability (by claiming deprecia¬ 
tion With reference to an enhanced cost), the 
actual cost to the assessee will be such an 
amount as the Income-Tax Officer may, with 
the previous approval of the inspecting Assis¬ 
tant Commissioner, determine having regard 
to all the circumstances of the ease. 

(^) Where before the date of acquisition by the 
assessee, the assets, which belonged to the 
asSessee and had been used by him for the 
purpose! of his business, had ceased to be hi» 
property by reason of transfer or otherwise, the 
actual cost to the assessee shall' be the actual 
cost to him when he first acquired the assets^ 
less all depreciation actually allbwed to him. 
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(i) Where, owing feo a change in the proprietorship 
of a business, the successor is tax^ in respect 
of the profits received by his predecessor under 
the proviso to section 26 (2), the Actual cost 
to the assessee would be the actual cost to the 
person succeeded. That is to say, in the case 
of the first assessment on a successor the 
predecessor’s right is carried over intact. 

(J) The actual cost in the case of acquisition by 
purchase would be the price paid for the asset 
plus any other incidental capital expenditure, 
such as cost of transport and erection, import 
duties etc., but in the case of a transferee of 
a business, who purchases the assets at a valua¬ 
tion from the vendor, the actual cost is the cost 
at which he purchases subject to qualification 
(a) above. 

(() Where an asset has been acquired by gift or by 
inheritance, the actual cost thereof will be the 
written-down value determined in the case of 
the previous owner or the market value of 
the asset on the date of acquisition whichever 
is less. 

(/) In determining the actual cost of an asset, that 
portion of the cost thereof, which has been 
met directly or indirectly by Government or 
t any public or local authority, shall be deducted. 
It must, however, be noted that initial depreciation 
allowed in respect of new buildings rfnd new machinery 
and plant is not to be deducted from the original cost 
in determining the written-down value for the purpose 
of calculating the norma.1 depreciation, but initial depre¬ 
ciation must be taken into account in determining the 
written-down value of an asset for the purpose of ascertain¬ 
ing the amount of profit or loss on its sale or discard. 

An Income-Tax Officer is not ■ bound to accept the 
written down value of an asset as computed for the pre¬ 
vious assessment. He sbculd take into consideration the 
actual cost (determining it for himself, if necessary), take 
also into consideration the allowance granted in the past, 
and then make bis own computation as to the written- 
down value for the assessment year (-?/ I. T. R. }jS). • 
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Depreciation Rates. Acoording to Buie 8, the 
following are some of the rates of depreciation (being 
percentage of the written-down value) to bs allowed under 
section 10 (2) (vi):— 

Buildings • 

First-class substantial buildings of selected materials 
(2i%). 

Second-class buildings of less substanial constniction 

(5%). 

Third-class buildings of construction inferior to 
that of second class but not including purely 
temporary erections (7i%). 

Purely temporary erections such as wooden struc¬ 
tures (No rate is prescribed, as renewals are allowed 
as revenue expenditure). 

Double these rates will be allowed for factory 
buildings excluding offices, godowns and residential 
quarters. 

Furniture and Fittings *. 

General rate (Gv*). 

Bate for furniture used in hotels and boarding 
houses (9'V). 

Machinery and Plant : 

General rate (7"). 

Special rate for machinery and plant used* in the 
following concerns :— 

Flour mills,' rice mills, sugar works, ice fac^tories, 
match factories, etc. (9^0* 

Paper and strawboard mills, shipbuilding and 
engineering works, chemical works, cement works, 
etc. (10%). 

Silk mills weaving machinery (12%). 

Special rate for other machinery and plant .*— 
Electrical machinery : Batteries (20%); other 
maohiftery (lO/o). 

Textile machinery : cetton (10%) ; jute (9%) *, 
woollen (10% ). 

Calculating and accounting machinery, type¬ 
writers and other office machinery (15%- but 
N.E.S.A.). 
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Surgical instruments (15% but N. E. S. A.) 

Motorcars and cycles (20% but N. E. S. A). 

Motor trucks, lorries (26% but N. E. S. A.). 

Eailway sidings (7% but N. E. S. A.). * 

The letters N. E. S. A. stand for no extra shift 
allowance. 

Illustrations 

(i) The following particulars for depreciation purposes are 
furnished by an assessee for the accounting year ended 31st March 
i956 

Rs. 

Factory Building ist Class (Depreciation rate 5%) 

W. D. V. on 1-4-1955- 25,000 

Additions on i-4-i955 (erection commenced 
in i954) ... 10,000 35,000 

Machinery (Depreciation rate 10%) 

W. D, V. on 1-4-1955 ... 5o,ooo 

Additions on 1-10-1955 ... ia,ooo 62,000 

Furniture (Depreciation rate 6%) 

W. D. V. on 1-4-1955 ... 3,000 

Addition on 1-1-1956 ... 1,000 4,000 

Calculate the amount of depreciation admissible for the 
assessment year 1956-57 and the written-down value on ist April 
1956. 


Assuming that the assessee carries on a manufacturing busi¬ 
ness the amount of development rebate and depreciation allowable 
for the assessment year i956-57 will be as follows : 


Development rebate (25%} on new machinery installed 

Rs. 

on 1-10-1955 


3,000 

Factory Building : 

Depreciation at 5% on Rs. 25,000 

Additional depreciation at 5% on Rs. ro,ooo 

1,750 

500 


Initial depreciation at 15% on Rs. 10,000 

1/500 

3,750 


Written-down value on 1-4-1956 will be 35,000 

Less 2,250 
32,75 0 

Machinery : 

Depreciation at 10% on Rs. 50,000 ... 5,ooo 

Depreciation at 10% on Rs. 12,000 for 6 months 600 
Additional depreciation on Rs, 12,000 ... 600 6/300 
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Written-down value on i* 4 >i 956 will be 62,000 

Less 6,20 0 
55,Boo 

Furniture : 

Depreciation at 6% on Rs. 3 ,000 i&o 

Depreciation at 6% on Rs. 1,000 for 3 months 15 195 

No additional or initial depreciation is 
admissible. 

Written'down value on 1-4-1956 will be 4,000 

Less 195 
3,805 

Total i3~i4s 


Note .—The written-down value of machinery on 1-4-1956 
(Rs. 55,800) includes Rs. 10,800 being the written- 
down value of new machinery added on 1-10-1955. 
On Rs. 10,800 additional depreciation will be 
admissible for the next four assessment years. 

(2) A firm, whose accounting year ends on 3 ist December, 
purchased new machinery for Rs. 20,000 on 15th June 1952. The 
machinery was worked double shift for 100 days in 1952 and triple 
shift for 200 days in 1953. Work out the amount of depreciation 
admissible for two assessment years if the prescribed rate of 
depreciation is 10%. 


Tax Year 

Rs. 

Rs. 

1953-54 Cost of Machinery 

Depreciation allowance : 

4,000 

20,000 

Initial depreciation 20% 


Normal depreciation for 6 months 
Double shift allowance being 50% 
of one-third of Rs. 2,000 (normal 

1,000 


depreciation for one year) 
Additional depreciation equal to 

333 


normal 

1,000 



6,333 

2,333 


1954-55 Written-down value 

Depreciation allowance : 

Normal depreciation ... i,766 

Triple shift allowance being 100% 
of twO-thirds of Rs. 1,766 ... 1,177 

Additional depreciation equal to 

normal i,766 


17,667 


4,7o9 
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(3) A business, whose accounting year ends on 3 ist March, 
completed the construction of a new building on ist October xgSx 
at a cost of Rs. 20,000. The depreciation allowance for the assess- 
mcnt year i 954-55 was unabsorbed to the extent of Rs. x,oqo. 
Work out the amount of depreciation allowance for the*assessment 
year 1955-56, the prescribed rate being 5%. 

Tax Year Rs. Rs. 

X952-53 Cost of Building 20,000 

Depreciation allowance : 

Initial depreciation 15% 3 ,ooo 

Normal depreciation for J year 500 
Additional depreciation 500 

4,000 1,000 

19,000 

950 
950 

x, 9 oo 1/900 

i 7 ,xoo 

855 
855 

1 , 7 X 0 

Of this, Rs, x.ooo is carried forward 
as unabsorbed depreciation 7xo 

X955-56 Written-down value 

* Depreciation allowance : 

Normal depreciation 
Additional depreciation 


Along withRs. x, 638 , Rs. xooo un¬ 
absorbed depreciation carried 
forward will also be allowed if 
the prohts of the year permit. 

(A) A person set up a new business on 3 ist. July x 95 o and 
for this purpose he purchased machinery for Rs. 20,000 from 
another person who was closing down his business and installed 
it in his own building, which was constructed at a cost of 
Rs. 10,000 in May 1947. The prescribed rates of depreciation for 
machinery and building are 9% and 2k% respectively. 

If in his first assessment for 1951-52 the assessee claims 
initial depreciation on the building and the machinery and normal 
depreciation on the cost thereof how would you allow the claims ? 


x 6 . 39 o 

8 i 9 
* 819 
1,638 


*954^55 Written-down value 

Depreciation allowance : 
Normal depreciation 
Additional depreciation 


x953-54 Written-down value 

Depreciation allowance : 
Normal depreciation 
Additional depreciation 
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As both the machinery and the building are old^ he is not 
entitled to any initial depreciation in respect thereof. 

The normal depreciation for machinery would be Rs. 1,200 
(i. e., at 9 % on Rs. 20,000 for 8 months, the assessce^s previous'year 
ending on 3 ist March i 95 i). 

In order to compute the normal depreciation allowance in. 
respect of the building, it will be necessary to ascertain the written^ 
down value of the building on the date of its introduction into 
business, namely, 31st July i 95 o. According to the calculation 
given below, it is found to be Rs. 7 , 733 . Therefore the amount 
of normal depreciation at 2^% for 8 months would be Rs. 129. 

Written-down value of building on 3 tstJuly 1950 

Rs. 


Original cost in May 1947 

Less Depreciation for i 948-49 assessment year 

for 10 months 208 

Depreciation for 1949-50 assessment year 244 

Depreciation for 1950-51 assessment year 238 

Depreciation for 1951-52 assessment year 
{*.«., for four months from April to July i 95 o) 77 

Initial depreciation at 15% which would 
have been allowed in the 1948-49 
assessment year ,_?^5oo 


10 , 000 . 


^267 


(5) An engineering company closes its books on 3 ist Decem¬ 
ber. From the following information work out the amount of 
depreciation allowance for the assessment year 1956-57 

Buildings ■’ Total cost to 31st December 1955 Rs. 6,00,000 
which includes the cost of additions made on 1st January 1954 
Rs. 1,50,000 and on ist July i 955 Rs. 50,000. The total amount of 
depreciation claimed upto and including the 1955-56 assessment 
year amounted to Rs. 95 ,ooo. The rate of depreciation is 2?%. 

Machinery t Total cost to 31st December i 955 Rs. 9 ,oo,ooo 
which includes the cosi^of new machinery purchased on ist January 
i 954 Rs. 1,00,000 and on 1st April 1955 Rs. 2,00,000. The total 
amount of depreciation claimed up to and including the assessment 
year 1955-56 amounted to Rs. i, 5 o,ooo. The rate of depreciation 
is 10%. In the year i 955 the whole machinery was employed, 
double shift for 100 days and triple shift for another 100 days. 
Buildings : 

The written-down value of old buildings existing on 
1 - 1-1955 is Rs. 4,77,500 ( i. e., Rs. 5,50,000— 

Rs. 72,500 depreciation claimed excluding the 
initial depreciation of Rs, 22,500). 

Initial depreciatioh at 15% on Rs. 5 o.ooo 7 , 5 oo 

Normal depreciation at 2i% on Rs. 4 , 77 ,500 1 1,937 

Normal depreciation at a^% on Rs. 5 o,ooo for 6 months 6 a 5 
Additional depreciation on Rs. 1 , 4 a,500 being the written- 
down value of buildings added on 1-1-1954 at 2 i% 3,56a 
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Additional depredation on Rs. 5 o,ooo equal to normal 625 
Depreciation allowance for 1956-57 assessment year 24^249 

Machinery : 

The written-down value of old machinery existing on 
i-i-iy 55 is Rs. 5 , 7 o,ooo {i.e., Rs. 7 ,00,000— 

Rs. i, 3 o,ooo depreciation claimed excluding the 
initial depreciation of 4 tRs. 2 o,ooo). 

■Development rebate on Rs. 3,00,000 at 35% 50,000 

Normal depreciation at 10% on Rs. 5,7o,ooo 57 ,000 

Normal depreciation at 10% on Rs.2,00,000 for 9 months 15,000 
Additional depreciation on Rs.8o,ooo being the written- 
down value of machinery purchased on 1-1-54 at 10% 8,000 
Additional depreciation on Rs.2,00,000 equal to normal 15,000 
Double shift allowance for 100 days being 50% of one- 
third of Rs. 7 a,000 12,000 

Triple shift allowance for 100 days being 100% of one- 

third of Rs. 72,000 24,000 

Depreciation allowance for 1956-57 assessment year i^i^ooo 

(5) Balancing Depreciation. Under section 10 (2) 
(vii) where a building, machinery or plant used for 
badness purposes is sold or discarded or demolished or 
destroyed, the excess of its written-down value (i. e„ its 
cost less all depreciation actually allowed including any 
initial depreciation) over the sale price or scrap value 
( as the case may be ) is allowed as balancing or terminal 
depreciation subject to the following conditions : 

{a) That the amount of the loss is actually written 
off in the books of the assessee. 

^h) That, when any building, machinery or plant 
is sold ( whether during the continuance of the 
business or after the cessation thereof), the 
'oxoess of the sale price over the written down 
value, to the extent of total depreciation 
allowed including any initial depreciation, will 
be deemed to be profits of the year in which 
the sale took place, and such profits will he 
liable to tax, known as balancing charge,"^ But 
any excess of the sale price over the cost of 
the asset will be a capital surplus not liable 
to tax. 

•Oompulsory acquisition of an asset by the 
Government cannot be regarded as a sale within 
the meaning of this clause, and therefore thei^ 
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can be no balancing depreciation or balancing 
charge. 

The expression “whether during the continuance 
of the business or after the cessation thereof” 
must mean after the cessation of the business 
but in the accounting year in which the busi¬ 
ness is closed down. If the sale is effected in 
any year subsequent to the year in which the 
business is closed, this provision cannot 
possibly . apply, because section 10 itself will 
have no application in the year to the defunct 
business. 

In order to attract the operation of clauses (v), 
(vi), (via) and (vii) of section 10 (2), the 
building, machinery or plant must be such as 
were used at least for a part of the accounting 
year. If the building, machinery or plant have 
not at all been used at any time during the 
accounting year, there can be no balancing 
depreciation or balancing charge ( 2 / J. T. 

26j). 

if) That any insurance, salvage or compensation 
moneys received will be treated as part of the 
sale proceeds or scrap value of the asset for the 
purpose of calculating the amount of balancing 
depreciation or taxable profits. 

(</) That in the case of a building, machinery or 
plant not used wholly for purposes of business 
only tlfe proportionate amount of balancing 
depreciation will be allowed. 

When a claim is made for the balancing depreciation 
on the ground of discard, it should be made in the year in 
which the asset is actually put out of use. But this will 
not prevent a further allowance being claimed for the loss 
on a later actual sale of the discarded asset. 

Illustrations 

(i) Machinery, owned by a limited company whose account¬ 
ing year ends on 3 ist December, cost Rs. 5 o,ooo. It was discarded 
in September i 953 , its scrap value being then estimated at 
Rs. 10,000. The depreciation actually allowed in respect of this 
machinery up to and including the assessment year 1953-54 was 
Rs. 37,000. The discarded machinery was actually sold in May 
a 954 for Rs. 8,ooo. 
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What is the amount of balancing depreciation in respect of 
this machinery and what would be the position if the discarded 
machinery were sold for Ks. 12^000 ? 

On the basis of the scrap value of Rs. 10,000, a balancing dep¬ 
reciation of Rs. 13,000 can be claimed in the Assessment year 
1954-55 and on the basis of the sale price of Rs. 8,000, a further 
balancing allawance of Rs. 2,000 can be claimed in the assessment 
year 1955-56. 

If the discarded machinery is actually sold for Rs. ia,ooo 
there is a taxable profit of Rs. 2,000 for the assessment year 1955-56 
because on the basis of the scrap value of Rs. 10,000 a balancing 
depreciation of Rs. i 3 ,ooo was claimed in the assessment 5 ear 
1954 - 55 . 

(2; Machinery cost Rs. 1,00,000. Its written-down value 
after taking initial depreciation into account is Rs. 40,000. What 
would be the position as regards balancing depreciation, if it were 
sold for Rs. 3 o,ooo, Rs. 40,000, Rs. 70,000, Rs. 1,00,000 or 
Rs. 1,20,000 ? 

(а) When sold for Rs. 3 o,ooo, there is a balancing depreciation 

of Rs. 10.000. 

(б) When sold for Rs.40,030, there is no balancing depreciation 

and no taxable profit. 

(c) When sold for Rs. 7o,ooo, there is no balancing deprecia¬ 

tion, but there is a taxable profit of Rs. 3 o,ooo. 

(d) When sold for Rs. 1,00,000 there is no balancing depre¬ 

ciation, but there is a taxable profit of Rs. 60,000. 

(e) When sold for Rs. 1,20,000, there is no balancing depre¬ 

ciation, but there is a taxable profit of Rs. 60,000 and a 
non-taxable capital surplus of Rs. 20,000. 

( 3 ) Machinery cost Rs. i 00,000. Its written-down value 
after taking initial depreciation into account is Rs. 40,000. It is 
insured and is destroyed leaving a scrap value of Rs. 10,000. What 
would be the position as regards balancing depreciation, if, the 
insurance moneys received were Rs. 20,000, Rs. 3 o,ooo, Rs. 60,000, 
Rs. £0,000 and Rs. 1,10,000 ? 

After adding the scrap value to the amount of insurance 
moneys received the position as regards balancing depreciation 
would be as follows : 

(а) When insurance moneys received are Rs. 20,000 there is 

a balancing depreciation of Rs. 10,000. 

(б) When insurance moneys received are Rs. 3 o,ooo, there is 

no balancing depreciation and no taxable profit. 

(c) When insurance moneys received are Rs. 60,000, there is 
no depreciation, but there is a taxable profit of Rs.3o,ooo. 

{d) When insurance moneys received are Rs. 9 o,ooo, there is 
no balancing depreciation, but there is a taxable profit 
of Rs. 60,000. 

(e) When insurance moneys received are Rs. 1,10,000 there i» 
no balancing depreciation, but there is a taxable profit- 
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of Rs. 7o,ooo and a non*taxable capital surplus of 
Rs. 10,000. 

(4) Plant purchased on ist January 1946 for Rs. 10,000. 
Accounting year ends on 31st December. Rate of depreciation ic%. 
Sold in i 949 for (a) Rs. 5 ,ooo, (b) Rs. 7 ,000, or (c) Rs. 12,000. 
What is the position as regards depreciation for the whole life of 
the asset ? 


Tax Year 



(a) 

(b) 

(c) 




Rs. 

Rs. 

Rs. 

1947-48 

Cost of plant 

Initial depreciation 

2,000* 

10,000 

10,000 

10,000 


Normal depreciation 

1,000 

1,000 

1,000 

1,000 

1948-49 

Written-down value 


9,000 

9,000 

9,000 

Normal depreciation 


9 oo 

9 oo 

9 oo 

1949-50 

Written-down value 


8,100 

8,100 

8,100 

Normal depreciation 


810 

810 

8x0 

1950-51 

Written-down value 


7,29o 

7,290 

7,290 

Less Initial depre- 



icaiion 


2,000 

2,000 

2,000 


Sold in 1949 for 


5,29o 

5,290 

5,290 



5,000 

7,000 

12,000 


Balancing Depreciation 
Taxable profit 


29o 

■ 

1,710 

4,710** 


*This IS not taken into account in calculating the written- 
down value for the purpose of normal depreciation, but it must be 
taken into account for calculating the amount of balancing depre¬ 
ciation or taxable profit. 

**This is restricted to the total depreciation allowed, and 
the capital profit of Rs. 2,000 is not liable to tax. 

(5) A company started business on ist January 1950 with 
new machinery costing Rs. 3,50,000. It closes its accounts on 31st 
December. On ist January 1953, a fire broke out in the factory 
and the machinery was destroyed. As the company had insured the 
machinery, it received a compensation of Rs. 1,50,000. Work out 
the profit or loss under section 10 (2) (vii) of the Income-Tax Act 
to be assessed or allowed in the 1954-55 assessment year, the rate of 
depreciation being 10%. 

Tax Year 


1951-52 



Rs. 

Rs. 

Cost of machinery 


3,50,000 

Initial depreciation 20% 

70,000 


Normal depreciation 

35,000 


Additional depreciation 

35,000 

70,000 
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1952-53 

Writ ten-down value 

Normal depreciation 

Additional depreciation 

28,000 

28,000 

2,80,000 

56,000 

T953-54 

Written-down value 

Normal depreciation 

Additional depreciation 

22.400 

22.400 

2,34,OOu 

44,800 

:i 954-55 

Written-down value for annual 
depreciation 

Less initial depreciation 
Written-down value for 

Section lo (a) (vii) 

Insurance money received 


1 , 79,200 

70,000 

i,o9,2oo 

1,50,000 


Taxable profit under sec. lo (2) (vii) 


4 o, 8 oo 


Compulsory Deposit of Company Reserves 

Of all the reoent measures introduced by the Union 
Uinanoe Minister, one is that relating to the compulsory 
•deposit of corporate reserves. In this connection the 
provisions of section 10 (2B) and section 10 (2C) are as 
follows ;— 

(1) No allowance for depreciation and development 
rebate is admissible in computing the profits of a company 
for any previous year, unless the company deposits the 
following amounts with the Central Government within 
■six months from the end of the said previous year or before 
30th June of the assessment year relevant to such previous 
_year, whichever is later :— 

(a) Such percentage, if any, (not exceeding 26 in any 
case) as may be notified by the Central Govern¬ 
ment, of its accumulated profits and reserves as 
at the end of the year preceding the previous 
year, which are not represented by fixed assets ; 
and 

^b) Such percentage, if any (not exceeding 75 in any 
case) as may be notified by the Central Govern¬ 
ment, of the balance of its total* income for the 
previous year (in excess oi Rs. 1,00,000) before 
deducting depreciation and development rebate 
but after deducting tax and the dividend (if any) 
declared or deemed to be declared. Ror this 
purpose, the total income and the tax payable ase 
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to be computed by the company itself. But 
where the total income computed by the Income- 
Tax Officer exceeds the total income as computed 
by the company, the company shall be deemed! 
not to have made any deposit, unless it deposits 
with the Central Grovemment such further 
amount as may be prescribed having regard to 
the excess, together with interest thereon at the 
prescribed rate. 

While the Central Government has the power to fix 
the percentages referred to above, it has also the power to 
fix different percentages in relation to different classes of 
companies. 

(2) The Central Government is empowered to make 
rules governing the making and refund of these deposits. 



CHAPTER 12 

SET-OFF AND CARRY-FORWARD OF LOSSES 

Set-off of Losses. Income-tax is only one tax and 
there are not as many taxes as there are heads of income. 
Therefore, under section 24 (1), a loss (not being a capital 
loss) sustained by an assessee under any head of income 
can be set off against his income under another head in 
the same year, subject to the following provisions ;— 

(1) Where the loss sustained is a loss falling under 
the head “capital gains”, such loss can be set off only 
against the profits falling under that head. 

(2) In computing the profits of a business, profession 
or vocation, speculative losses can be set off only against 
speculative profits. The meaning of speculative transac¬ 
tions has already been explained in chapter 7 dealing with 
the computation of taxable profits of a business, 

(3) Where the assessee is an unregistered firm, that 
firm and that firm alone can sot off a loss incurred by it 
under one head of income against its income under another 
head in‘the same year, but no individual partner has the 
right to set off his share of the firm’s loss against his own 
income of the same year. 

(4) Where the assessee is a registered firm, a loss 
incurred by it under one head of income is to be set off 
against its income under smother head in the same year. 
Any loss which cannot be so set off should be apportioned 
among the partners, and each partner may set his share 
of the loss against his income of the same year under any 
head. 

(5) Where an unregistered firm has been dealt with 
under section 23 (6) (b), i. e., where the unregistered firm 
itself is not taxed, but each individual partner’s share of 
the firm’s income is assessed in his own hands, a loss 
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incurred by the unregistered firm can be set off like a 
registered firm. 

The assessment of registered and unregistered firms 
is explained in full in chapter 17. 

It must be noted that section '24 (1) applies only to 
set-off of losses under one head against income under any 
other head mentioned in section G. Should there be two 
or more sources of income under the same head two 
separate businesses) and the net result of one source he a 
loss, then that loss can be set off against income from 
another source under the same head. This is allowed 
because income under each head is computed by adding 
together the income from various sources which fall under 
the same head. For instance, if an assesses carries on a 
business as well as a profession, he is entitled, under 
section 10, to set off his loss in business against his income 
from profession, the business and the profession being 
two sources of income under the same head. 

In order to arrive at the income taxable under the 
head ’‘business,” any loss from business done in a Part B 
State has to be deducted from the profits of business in 
Part A or G States. A partner’s share of income from a 
firm carrying on trade is income from business. 

{22 I. T. R. 448 ). 

When a person, who is an ordinary resident in India, 
carries on business in India, and is also a partner ir\ a firm 
carrying on business outside India, he is entitled to have 
the loss incurred bjihim as a partner of that firm deducted 
from his income under the head ‘‘business’’ in India in 
computing his total income under the head “business” 
even though the firm is a non-resident and the income of 
the firm as such is not liable to be assessed to income-tax 
under the Indian Income-Tax Act. The share income 
of a partner of a firm falls under the bead “profits and 
gains of business” referred to in section 10 and is not 
“income from other sources” falling under section 12, and 
a loss incurred by an assessee as a partner in a firm must, 
therefore, be deducted in computing his total income under 
the head “business.” The fact that a firm is a separate 
unit for purposes of assessment to income-tax does not in 
,ny way deprive a partner to have such losses set off. llo^ 
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is there anything in section 16 (1) or section 24 which 
militates against this view { 31 1. T, E.. 6 i). 

Where an assessee has an income from property and 
a share of profits of an unregistered firm, lJut he has 
suffered a loss in his personal business, then such loss must 
be deducted‘?from the property income and not from the 
share of profits of the unregistered firm which have already 
been taxed. There is no provision in the Income-tax Act 
which enables the Income-Tax Officer to deduct such loss 
from the assessee’s share of profits of the unregistered firm 
and thus reduce the taxed income. Such a reduction of 
the income derived from an unregistered firm is in contra¬ 
vention of the principle underlying section 14 (2) (a) which 
exempts the whole of such income from being taxed 
(30 I. T. R. 828 ). 

Carryforward of Business Losses. Section 24 (2) 
allows the carry-forward of losses incurred in business, 
profession or vocation, but this carry forward is governed 
by the following conditions :— 

( 1 ) A person who incurs a business loss in any year 
must make a voluntary return within the time specified 
in the general notice issued under section 22 (1), otherwise 
he would lose the benefit of the carry-forward and set-off 
of the business loss against subsequent years’ profits, 

(2) If a business loss cannot be wholly set off against 
other income in the same year, it cm be carried forw'ard 
and set off against the business profits of the next 8 years, 

A further concession now granted is that business 
losses carried forward can be sot off not only against the 
profits of the same business in later years, but aho against 
the profits of other businesses of the assessee, provided 
that the business in which the loss was sustained is still 
being carried on 

(3) If a capital loss cannot be wholly set off against 
capital gains in the same year, it can be carried forward and 
set off against future capital gains. But where a capital loss 
sustained by an assessee (other than a cbmpany) in any pre¬ 
vious year does not exceed Rs. 5,000, it cannot be carried 
forward. 

(4) Where a speculative loss cannot be wholly set off 
against speculative profits in the same year, it can be 
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carried forward and set off against the speculative profits, 
of the next 8 years. 

(5) A loss arising in the previous years for the- 
assessment for the years ending 31st March 1940, 1941,. 
1942, 1943 and 1944 can be carried forward for one, two, 
three, four and five years respectively, and a loss arising 
in the previous years for the assessment for the years 
ending 31st March 1945, 1946, 1947, 1948 and 1949 can. 
be carried forward for six years and such loss can be set 
off only against the profits of the assessee from the same 
business. 

(C) A business loss can be carried forward even 
though in the year in which it occurred or in any of the 
subsequent six years there was no income under any other 
head against which it could be partially set off. This 
provision nullifies the decision of the Supreme Court in 
Anglo-French Textile Co. Ltd. v. C, L T. that a loss in 
business could be carried forward only if there was some 
income under any other head against which it was partial¬ 
ly set off in the year in which it occurred. 

(7) Where unabsorbed depreciation is also in exis¬ 
tence, the business loss carried forward should be set off 
in priority to the setting off of such unabsorbed depreciation. 

t8) With regard to losses of unregistered and regis¬ 
tered firms, the same provisions operate for the carry¬ 
forward and set-off under section 24 (2) as for the set ofi 
of losses under section 24 (1). , 

Change in Constitution or Succession. The broad 
principle underlyirig section 24 (2) is that the right of 
carry-forward and set-off of losses is available only to the 
person who has suffered the loss and to no one else. 
Therefore proviso (e) to section 24 (2) lays down as- 
follows :— 

(a) Where a change has occurred in the constitution 
of a firm, the firm is not entitled to carry forward and set 
off against its own profits of a subsequent year so much of 
its loss as is* proportionate to the share of a retired or 
deceased partner, mit is any partner entitled to carryfor¬ 
ward and set-off against his own share of profits any 
other partner’s share of the loss. 

(h) Where a person carrying on any business, 
profession or vocation is succeeded in such capacity by 
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>any other person, the successor has no right to carry 
forward and set off any loss incurred by his predecessor, the 
general principle being that the successor in business must 
be treated as if he had commenced or set up a new business. 
The only exception to this general rule is the case where 
the succession is by inheritance. The heir would be entitled 
to carry forward the business loss incurred by the previous 
owner. 

Order notifying amount of loss. According to section 
24 (3), when, in the course of the assessment of the total 
income of an assessee, it is established that there is a loss 
of profits, which he is entitled to carry forward, the Income 
Tax Officer should notify to the assessee by an order in 
writing of such loss. This is to obviate any dispute in 
future regarding the amount of the loss. 

The right which is conferred upon an assessee under 
•section 24 (2) to carry forward the loss of previous years 
is an absolute unqualified right and that right is not made 
conditional upon any computation made by the Income- 
Tax Officer or any notice issued by him under section 24 
I. T. R. 90 ). 

Illustrations 

(1) If a registered firm consisting of A, B and C is reconsti¬ 
tuted, A retiring and D coming into the partnership, A by leaving 
the firm, forfeits the right to carry forward his share of the loss 
made by the old firm, although A's right to set-off this loss against 
his other income in the same year remains unaffected. 

Ag^n, B, C and D do not inherit this loss and cannot claim 
to set-off against their shares of the future profits the share of loss 
incurred by A. Of course B can carry forward his own share of the 
loss made by the old firm and C can also carry forward his share. 

(2) A, B and C arc equal partners in an unregistered firm, 
which has made a loss of Rs. i 5 ,ooo. If A dies or retires, the firm 
of B and C as reconstituted can carry forward only Rs. 10,000 and 
not Rs. 15,000, because Rs. 5,000 is the loss of A, who has gone out 
of the firm. 

(3) A cotton mill company, whose accounting year ends on 

Sist December, purchased on 1st January 1953 certain machinery 
for Rs 5 o,ooo, on which the allowable rate of. depreciation is 
9 per cent. « 

This machinery has been Used double shift throughout since 
its acquisition except for 60 days in i 954 when it was used triple 
shift. 

Work out the amount of depreciation allowance for the assess¬ 
ment years i 954-55 and i 955-56 assuming that depreciation to the 
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extent of Rs. 7 ,ooo could not be claimed in the assessment year 
2954 — 55 - 

How would the company's assessment for j 955-56 and i 956-57 
be affected if its accounts showed a profit of Rs. 5 ,ooo for 1954 and 
a loss of Rs. 5,000 for x 955 before deducting any depreciation* 
allowance ? 

Depreciation allowance for 1954-55 : 

Rs. 

Cost of machinery being written-down value ... 50,000 

Initial depreciation at 20% ... 10,000 

Normal depreciation at 9 % ... 4 , 5 oo 

Additional depreciation equal to normal ^',500 

Extra shift depreciation (half of normal) 2,250 

21,250 

Less Unabsorbed depreciation ... 7 ,000 

Depreciation allowance for i 954-55 ... ... i4,25o 

Written-down value for next assessment year 

(5o,ooo-4,25o) • • • 45,750 

•Depreciation allowance for 1955-56: 

Normal depreciation on Rs. 45 , 75 © «« 4 ,ii 7 

Additional depreciation equal to normal 4 ,ii 7 

Double shift allowance being half of the 
normal for four-fifths of the year (i. e., 
for 24o days out of 3 oo days) ... i ,646 

Triple shift allowance for 60 days being 
one-fifth of the normal (i.e., for 60 days 
out of 3 oo days) Ba? 

Unabsorbed depreciation brought forward ' 

from 1954-55 assessment year ... 7 ,ooo 

Depreciation allowance for 1955-56 ... l 7 , 7 o 3 

If the profits of the company for i 954 amount to Rs.5,000 only 
before allowing any depreciation, then Rs. i2,7o3 would be the 
amount of unabsorbed depreciation to be carried forward to the 
assessment year i 956 - 57 . 

If the accounts of the company show a loss of Rs. 5 ,ooo for 
i 955 before allowing any depreciation, then this loss would be carried 
forward to be sel^off against the future profits of the company. 
At the same time, the existing unabsorbed depreciation of Rs.i 2 , 7 o 3 
brought forward from t^c 1955-56 assessment year together with 
the deprcciatian admissible for the assessment year i 956-57 would 
be carried forward as unabsorbed depreciation to the next assess- 
ment year. 
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TOTAL INCOME AND TOTAL WORLD INCOME 

The method of computing the taxable income under 
the various heads has been explained in chapters 6-7, 
and the method of computing the total income and the 
total world income of an assessee will be considered in this 
chapter. 

Total Income. According to section 2 (15), the total 
income of an assessee means the total amount of income 
for which he is chargeable on the basis of his residence, 
and which has been computed in the manner laid down 
in sections 7, 8, 9, 10, 12, 16, 44D, 44E, and 44F. Subject 
to the provisions of the Act, sections 3 and 56 charge the 
total income of an assessee to income-tax and super tax. 
respectively. 

Total World Income. According to section 2 (15), 
the total world income of an assessee means all income 
wherever arising except income which is excluded from 
his total income under the provisions of section 4 (8) 
except income exempt under section 4 (3) (xx). The 
followinj^ items of income, which ,are excluded from total 
income, would nevertheless be included in total world 
income:— 

(а) Under the third proviso to section 4 (1), the 

statutory allowance of Rs. 4,600 from the un¬ 
remitted foreign income of a resident. 

(б) Under section 14 (1), any sum received by a 

person in his or her capacity as a member of a 
Hindu undivided family out of the income of 
the family or out of the income of the holder 
of an impartible estate. 

(c) Under section 26 (4), a partner’s share of the 
profits of a firm, to which there has been a 
succession and which was assessed under the 
Income-Tax Act of 1918. 

220 
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The computation of total world income is required 
•only in the case of non-residents, whose rate of tax on 
total income may he determined by reference to their 
world income. 

Sections 16, 44D, 44E and 44F lay down that in 
computing the total income of an assesses the following 
shall he included therein : — 

(1) Exempted Income. It has already been noted 
in chapter 4 that the incomes exempt from tax under the 
Act are of two kinds : those that are exempt from tax and 
are also excluded from the total income, and those that 
are exempt from tax but are to be included in the total 
income. The incomes falling under the second class should 
therefore be included in the total income. 

It was laid down in C. I. T. v, N. M. Raiji that if any 
sum is exempted from tax, it should be excluded from the 
•computation of total income, unless there is some other 
provision in the Act which requires that such exempted 
income should be included in the assessee’s total income. 
In that case it was held that a partner’s share in the 
profits of a firm, which was assessed under the Income- 
"Tax Act of 1918 and which has been succeeded, could not 
and did not form part of his total income, when such 
profits are exempt from tax under section 25 (4). 

(2) Share of Firm’s Income or Loss. Wliere the 
assessee is a partner in a firm, his share of the firm’s 
profit or loss is taken, for the purpose of computing his 
total income, to be salary, interest, commission or other 
iremuneration pay^le to him by the firm, increased or 
•decreased respectively by his share in the balance of the 
profit or loss of the firm. The method of allocating the 
■firm’s profits or loss among its partners is illustrated in 
a later chapter dealing with the assessment of firms. 

(3) Settlements. As a general rule, when a person 
’transfers to another his property or the income of such 
’property, the transferee is regarded as the owner of the 
income, but by virtue of section 16 (1) (c) and section 16 
'(3) and in the circumstances st^bted therein the transferor 
is regarded as the owner of the income and is taxed there- 
•on. Section 16 (1) (c) deals with transfers to whomsoever 
made, but section 16 (3) deals with transfers to a wife or 
.-a minor natural child or for their benefit. 
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A settlement is a transfer of some asset or its income 
or both. It includes any disposition, trust, covenant, 
agreement or an arrangement made for the purpose, and 
the term settlor includes all persons by whom a settlement 
or disposition is made. It is immaterial that the assesses 
along with another, his wife for instance, happens to be 
joint settlors. 

The provisions of section 16 (1) (c) and section 16 
(3) apply only when there is a transfer in law. In the 
case of immovable property, the document of transfer 
must be in writing and registered, whereas in the case of 
movable property there must be an appropriate transfer 
of ownership according to the nature of property trans¬ 
ferred. If the asset to be transferred is a sum of money, 
the amount should be set apart and appropriated for the 
purpose. A mere intention to transfer is not enough ; 
there must be an actual transfer. In the absence of a 
legal and complete transfer, the transferor would continue 
to be the owner. 

The ownership is deemed to be sufficiently trans¬ 
ferred for the purpose of section 16, when there is either 
a direct transfer to the beneficiary or a trust is created 
for the purpose. It is not necessary that the trustee 
should be a stranger. The settlor himself may be a 
trustee. 

In connection with the computation of total income, 
the effects of settlements are as follows ; — 

{a) If a person makes a settlement of income upon 
another (whether such settlement is revocable or not) and 
the assets whose income is so settled remain the property 
of the settlor, then such income is deemed to be the income 
of the settlor and is included in his total income. 

{b) It a person makes a revocable transfer of assets 
to another, then the income of such assets is deemed to 
be the income of the settlor and is included in his total 
income. 

A settlement is deemed to be revocable when it 
contains any provisions for,the direct or indirect retransfer 
of the income or assets to the settlor or in any way gives 
the settlor a right to reassume power directly or indirectly 
over the income or assets. 

There is, however, one exception to the above two 
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rules, namely, income arising by virtue of any settlement 
of income or assets, which is not revocable for a period' 
exceeding six years or duriug the lifetime of the benefi¬ 
ciary, and from which income the settlor derives no direct 
or indirect benefit, is not deemed to be the income of the- 
settlor. 

Where a husband made an irrevocable covenant to 
pay the income accruing on Es. 20,000 to his wife for her 
life, the husband himself doing business with this capital, 
it was held that the covenant was a settlement and the 
income from Es. 20,000 would not be treated as the 
husband’s income, because the husband did not derive any 
benefit from the income. Of course, there was no transfer 
of any assets to the wife. If there had been any transfer 
of assets to the wife, the settlement would have been 
caught by section 16 (-3) (a), which is explained later on 
in this chapter. 

{c) When a transfer of assets has been made and 
that transfer has been made irrevocable, the income- 
derived from such assets will be the income of the trans¬ 
feree except when such a tramfer has been made to the assessee^s- 
wije or minor child. 

(4) Benami Transactions. The word benami is used 
to denote two classes of transactions which differ from 
each other in their legal character and incidents. In one 
sense, it signifies a transaction which is real, as for exam¬ 
ple, when A sells some property to B but the s^le deed 
mentions X as the purchaser. Here the sale itself is genu¬ 
ine; but the real purchaser is B, X being his benamidar. 
This is the class of transactions which is usually termed 
as benami. But the word benami is also occasionally used, 
perhaps not quite accurately, to refer to a sham transaction, 
as for example, when A puq)orts to sell his property to B 
without intending that his title should cease or pass to B. 

The fundamental difference between these two classes 
of transactions is that, whereas in the former there is an 
operative transfer resulting in the vesting of title in the 
transferee, in the latter there is jione such, the transferor- 
continuing to retain the title notwithstanding the execution 
of the transfer deed. It is only in the former class of cases 
that it would be necessary, when a dispute arises as to 
whether the person named in the deed is the real transferee,. 
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to inquire int('> the question as to who paid the consideration 
for the transfer. But in the latter class of cases, when the 
•question is whether the transfer is genuine or sham, the 
point for decision would be not who paid the consideration 
iut whether any consideration was paid. 

In such oases the income is to be included in the 
assessee’s total income. But the ordinary presumption of 
law is that the apparent state of affairs is real unless the 
contrary is proved. Therefore the burden of proving that a 
transaction is sham or that the peison in whose name the 
ipropert}; stands is not the real owner but is only a 
•'benamidar for another, is on the taxing authorities. The 
^finding of the Appellate Tribunal that a transaction is a 
henami one is a finding of fact, but it would be set aside 
'by the High Court if there is no evidence to support it. 
In C. I. T. V. Gokaldas Hukumchand^ the Bombay High 
'Court set aside the finding of the Tribunal that the minor 
sons of the assesseo, who were admitted to the benefits of a 
•certain partnership ( in which the assessee was not a 
[partner ) were mere nominees of their father. 

If a house stands in the name of a wife, the presump- 
*tion is that she is the owner thereof. It is for the persons 
alleging that she is a mere benamidar for her husband to 
prove the allegations either by direct or circumstantial 
•evidence {26 I. T. R, 2 ^^). 

In a case where a transaction is challenged as benami, 
the onus is upon the person who challenges the apparent 

■ tenor of the document (^7 I. T. R. 64 )). 

4 

Illustration 

The assessee, a broker, had effected certain transactions in 

■ cotton in the two accounting years In one year certain payments 
were made to G, J, I, P and C and in another year to G and H. 
It was found that G, I and H were bcnamidars of R Ltd. while 

.'J, P and C were fictitious persons. It was held (a) that the 
payments made to G, I and H, who were the bcnamidars of R 
Ltd, were the profits of R Ltd. and not thos^ of the assessee, 
although the assessee knew that he was dealing with R Ltd. and 
not with these individuals who were men of straw ; and {b) that, 
as the payments to J, P and C were fictitious and as these persons 
did not exist, the amounts entered in the books as paid to them 
were paid to the assessee himself and constituted the income of 
nhe assessee which could be subjected to tax (29 /, I’. R. 1001 ). mm 
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(5) Dividends. A dividend received by a share¬ 
holder is deemed to be his income for the year in which 
it is declared, and for the purpose of computing his total 
income the amount of dividend actually received should 
be grossed up if it has been received from a company 
liable to Indian Income-tax. The method of grossing up 
dividends has already been explained in a previous chapter. 

(6) Income of Wife. The income of an individual’s 
wife arising directly or indirectly from the following 
sources is to be included in his total income ;— 

(i) From her membership in a firm of which the 
husband is a partner ; or 

(/V) From assets transferred directly or indirectly 
to her by the husband except (a) where the 
transfer is for adequate consideration (i. e., 
for full value) or (b) where it is in connection 
with an agreement to live apart. Natural 
love and affection are not adequate considera¬ 
tion. 

The pin money given by a husband to his wife from 
time to time will not be regarded as assets transferred ; 
and if a wife over a period of years has saved some money 
out of the periodical allowance and has acquired an asset 
with it, then the income of such asset would be her 
separate income. 

The expression “from assets transferred” would 
include a settlement or other transfer subject to Restric¬ 
tions and conditions, as well as an absolute and uncondi¬ 
tional gift of the assfits { 2 / I. T. R. jo6). If an individual 
purchases property in the name of his wife with his own 
money, it would be a transfer of assets. 

It should be noted; however, that it is only income 
derived from assets transferred by the husband to the wife 
that is to bo included in the assessment of the husband. 
If the ipife acquires some assets from the income of the assets 
transferred by the husband to her^ then the income^ which is derived 
hy the wife from^the assets so acquired^ is not deemed to be the 
income of the husband. 

Illustration 

In the course of assessment proceedings for the year 1955-56 
it is found that the asscssce^s wife purchased property worth 

15 
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Rs. 50,000 on xst April x 954 fetching a rent of Rs. 500 per month. 
The assessee explains that he transferred to his wife 3 o% Govern¬ 
ment securities of the face value of Rs. i lakh in x 93 o. Besides 
this, she had some other stridhan property given by her parents 
at the time of her marriage. The accumulations qf the income 
from interest on securities amounted to Rs. 36 ,000 and from 
stridhan property to Rs. 12,000 and these were utilised in the 
purchase of the building. What income of the wife should be 
included in the husband's income ? 

In this case the income which is derived by the wife from the 
house purchased by her out of the interest income derived by her 
from the Government securities transferred to her by the husband 
in x93o is not assessable in the latter's hands under the provisions 
of section x6 ( 3 ) (iiil. 

The house was purchased by her for Rs. 50,000 which includes 
Rs. 36,000 income from Government securities and Rs. 12,000 
income from her other stridhan property. Income derived from 
the investment of these two sums amounting to Rs. 4 S,ooo will not 
be included in the income of the husband ; but the balance of 
Rs. 2,000 has not been explained and it is presumed to have come 
out of the assets transferred to the wife by the husband. The 
income from the house proportionate to the investment of Rs.3,000 
will therefore be assessed in the husband's hands. The annual 
letting value of the house is Rs. 6,000, and the proportionate letting 
value, which will be included in the assessment of the husband, is 
Rs. 240 subject to usual deductions admissible under the head 
property. 

It has been held that, when a Hindu governed by the Mitak- 
shara School of Law makes an out a ad out gift to his wife by 
handing over cash, the gift would be her stridhan. This means that, 
the ownership of the gift would vest in her} as her stridhan 
Nevertheless, the income thereof will be taxed in the hands of the 
husband under section 16 (3). 

(7) income of Minor Child, ; The income of an 
individual’s minor child (i. e., natural child and not an 
illegitimate, foster or adopted child) arising directly or 
indirectly from the following sources is to be included in 
the individual’s total income ; 

- (/*) From his or her admission to the benefit of 
partnership in a firm of which the individual 
is a partner; or 

(it) From assets transferred directly or indirectly 
to the minor child except^(a'l where the transfer 
is for adequate consideration or (b) where the 
minor is a married daughter. 

Assets transferred, without adequate consideration 
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to a minor child (except a married daughter) are ignored. 
If the real idea of a transfer is to benefit the assessee’s 
own child, the indirect achievement of the object (by 
cross transfers for instance) would not save the transfer. 
A case of cross transfer would be a transfer by A of 
income or securities for the benefit of the son of B when 
B simultaneously transfers a similar amount of income or 
securities for the benefit of the son of A. 

It is not clear whether the Legislature intended the 
words “individual” to include females and whether the 
cases of a gratuitous transfer of assets by a mother to her 
minor child or the admission of a minor child to 
the benefits of partnership in a firm of which the 
mother is a partner would fall within this provision. 
The Allahabad (iS I. T. R. ^44) and Punjab [2^ LT.R. 41) 
High Courts have held that such cases would fall 
within this provision and that the word “individual” 
includes females. The Nagpur High Court (-27 /. T, R. y) 
has taken the contrary view. 

What is to be included in the total income of an 
individual under ( 6 ) and ( 7 ) above is the income of a wife 
or a minor child arising directly or indirectly “from the 
membership of the wife” in the firm or “from the admis¬ 
sion of the minor to the benefits of partnership” in the 
firm, of which the individual is a partner. This pro^sion 
covers the share of the profits of the firm received by the 
wife in her capacity as a partner or by the minor child in his or 
her capacity as one admitted to the benefits of partnership. But 
the income received from the firm by the wife or minor 
child under any other contract with the firm or in any 
other capacity, e. g., as a lender or employee, does not 
fall within this provision and is not to be included in the 
husband’s or parent’s total income. Thus, interest paid 
by the firm to its members on their contributions to the 
capital of the firm would arise directly or indirectly from 
their membership in the firm, but not interest on loans or 
on voluntary^deposits. 

Illustration 

An assessee started a partnership business with his major son. 
His two minor sons were admitted to the benefits of this partner¬ 
ship. In the relevant assessment year the share of profit of each of 
the minors was included in the total income of the assessee under 
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section i6 (3) (a) (ii). The question was whether the interest which 
the minors received on deposits standing to their credit in the firm 
could be included in the total income of the assessee under section 
16 ( 3 ) (a) (ii). The partnership deed did not cast any obligation 
upon the minors to maintain any deposits in the firm of upon the 
firm to keep any deposits made by the minors. The deed fixed 
the rate of interest and provided that interest at that rate should 
be paid by the firm if there were any deposits or moneys standing 
to the credit of the minors. 

It was held that the interest earned by the minors on the 
amounts standing to their credit in the firm could not be included 
in the total income of the assessee under section 16 ( 3 ) (a) (li). 

The Legislature has made a distinction between the share of a 
minor for the purpose of assessing him to tax with regard to his 
profits, and the benefits which the minor receives from his admission 
to a partnership, which benefits are to be taxed not in his assess¬ 
ment but in the assessment of his father. The Legislature did not 
intend that a father should be made to pay tax upon his son^s 
income beyond the limited extent provided in section 16 {3 )—{25 
I. T. R. 263 ). 

(8) Transfer of Assets to Third Parties If an indi¬ 
vidual makes a transfer of assets, otherwise than for 
adequate consideration, to another person or an associa¬ 
tion of persons for the benefit of his (transferor’s) wife or 
a minor child or both, then the income from such assets 
is deemed to be the income of the individual and should 
be included in that individual’s total income. There is 
only one exception to such a transfer, namely, where 
the transfer is for adequate consideration. A gratuitous 
transfer to a person or association for the benefit of even a 
married*minor daughter would come within this provision, 

A simple instance of a type of casi^s covered by the 
above provision would be a transfer of assets to trustees 
under a deed of trust for the benefit of the settlor’s wife 
or minor children. In such a case, the settlor would be 
taxed in respect of the income arising to the trustees. 

Similarly, if a Mussalman individual creates a waqf 
under the Mussalman Waqf Validation Act of 1913 and 
transfers certain assets to God Almighty for the benefit of 
his wife and children, the income of the wjfe and minor 
children is to be included in his total income. The word 
‘person’ is wide enough to Oover all juristic entities which 
may be capable of having property vested in them, or 
receiving proyserty and of transferring property. God 
Almighty in the capacity of a transferee receiving property 
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under a deed of waqf is a juristic entity and is therefore a 
person. 

Of the above provisions, (6) and (7) are contained 
in section 16 (3) fa), while (8) is found in section 16 (3) 
(b). After a child attains majority, section 16 (3) would 
cease to apply, and the income from assets transferred to 
or for the benefit of the child would no longer he taxable 
in the parent’s hands. Fcr determining whether the child 
is a minor, the material period is the previous year. 
Therefore, if a minor son, who was admitted to the 
benefits of partnership in a firm where the father was a 
partner, was a minor throughout the previous year, his 
share of profits for that year would have to be included 
in the father’s income, notwithstanding that the assess¬ 
ment on the firm and the father might be made after the 
son attains majority. 

Section 16 (3) does not avoid or invalidate transfers 
made in favour of the transferor’s wife or minor child. 
On the contrary, it assumes that the transfer is valid and 
genuine and that the income from the assets transferred is 
in fact the income of the wife or minor child. All that 
the subsection provides is that for the purpose of taxation 
the income of the wife or minor child will not be assessed 
in the hands of the wife or minor child, but will be inclu¬ 
ded in the income of the transferor. If the transfer is not 
genuine and the wife or minor child is only a noi^inee or 
benamidar of the transferor, then apart from the provisions 
of this sub-section* the income may be included in the 
transferor’s total income under the general law. Similarly 
if the transfer to the wife or minor child is not valid, 
effective and complete, the income will continue to remain 
that of the intending transferor under the general law and 
the provisions of this sub-section will not apply. 

(9) Transfer of Assets Abroad. Section 44D pro¬ 
vides that if a person transfers assets to a person, who is 
not resident o^ not ordinarily resident, for the purpose of 
avoiding tax, the Income-Tax* Officer may treat the 
income from such assets as the income of the transferor. 
This section comes into operation. 

{a) where a transfer of assets is effected in such a 
manner that the incomes become payable to 
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a persoa not resident or not ordinarily resident 
in India, and 

{b) where the transferor acquires any rights by which 
he has the power to enjoy such income ; and 

(0 where the transferor has not proved that the 
transfer was not effected for the purpose of 
avoiding tax. 

The principal kind of device which this provision is 
designed to prevent is the floatation of a dummy company 
abroad to take over the assets of a wealthy supertax payer 
in India, Thus, a man with a large income which is 
liable to super-tax transfers his assets to a private company 
of which ha is substantially the only shareholder and 
which is registered abroad. This company being registered 
abroad cannot bo caught under section ‘23A which deals 
with non-distribution of profits which is explained in full 
in a subsequent chapter relating to the assessment of 
companies. The transferor himself does not receive 
income or dividends from the company, but he receives 
loans. He is never asked to repay those loans because 
virtually he is the company. In this way he receives in 
the form of loans precisely the same money which he 
would have previously received in the form of dividends, 
and therefore he avoids all tax which is payable on the 
income. 

The wording of this section is wide enough to cover 
all posliible forms of this device, however the legal 
documents may be worded, but it leaves all genuine 
commercial transactions outside the net. The general 
principle of the section is to treat all income, which has 
been alienated by the resident person, as his income whether 
it is called loans or repayments of loans. 

(10) Bond-washing. Section 44E aims at preven¬ 
ting avoidance of tax by certain transactions in shares and 
securities which are known as bond-washing. It has been 
stated in chapter 6 that interest on securities does not 
accrue from day to day but it falls dup on certain definite 
dates, and similarly dividend on shares accrues not from 
day to day but only when it is declared. Therefore the 
holder of shares and securities on those dates is the person 
chargeable t6 tax in respect of interest and dividend. But 
if he transfers it (oum-interest or oum-dividend) just * 
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before the due date of interest or dividend, he would 
beoome free from the tax liability. The extra sale prise 
received by selling oum-dividend would he merely a capital 
profit in his hands. Now if the transferee should at the 
same time, by reason of his having little or no income 
otherwise, be exempt from tax in respect of the interest 
or dividend, then the tax is wholly or partly avoided. 
After the due date of interest or dividend, the transferor 
ean get his security back by a transfer and put himself in 
his original position with impunity. This is a bond- 
washing transaction. 

This section provides that where the transfer is made 
with an agreement to buy back, the transferor shall be 
regarded as the owner despite the transfer and shall be 
chargeable in respect of the interest or dividend. 

(11) Systematic Sale cum-dividend. Section 44E1 
deals with the case of sale of shares or securities under an 
agreement to buy them back, thereby avoiding liability 
to tax in respect of the interest or dividend. Section 44F 
is intended to prevent another device, namely, systematic 
sales of securities cum interest or shares cum dividend 
with a view to avoiding liability in respect of the interest 
or dividend. 

Section 44h^ provides that, if systematic transactions 
relating to shares or securities result in avoiding more 
than 10 per cent of the amount of tax which would be 
payable but for such transactions, the income from the 
shares or securities should be deemed to accrue from day 
to day and should be deemed to have been received by 
the assessee as and when it is deemed to have accrued, and 
the income should be assessed on that footing. 

This section does not apply in case (a) where the 
avoidance of tax is exceptional and not systematic and 
there has been no such avoidance of tax by the assessee in 
any of the three preceding years, (b) where the provisions 
of section 44E have been applied. 

N. B —Section ^ 4 E (6) and section 44 F (i) give the Incotae- 
Tax Officer power to call for certain paiticulars in respect of 
securities and shares. Failure to comply with any of these 
requisitions will make the assessee concerned liable to pay an 
initial penalty not exceeding Rs. 500 plus a further penalty of the 
like amount for every day of default aft:r the imi^ftion of the 
initial penalty. ' 
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Illustrations 

(i) From the following particulars compute an asscsscc^s 
total income for the several assessment years : 

(1) Accounting year ended 31st March i 95 o : Ipcome from 

House Property Rs. 7 ,000 ; Loss from Oil Business 
Rs. i 4 ,ooo ; Other Sources Rs. 6,000. 

(2) Accounting year ended 3 ist March 1951: Income from 

House Property Rs. 10,000 : Profit from Oil Business 
Rs. 5,000. 

( 3 ) Accounting year ended 31st March igSa : Income from 

House Property Rs. 12,000 ; Loss from Oil Business 
Rs. 26,000. 

( 4 ) Accounting year ended 3 ist March i 953 ; Income from 

House Property Rs. 12,000; Loss from Oil Business 
Rs. 10,000. 

(5) Accounting year ended 3 rst March i 954 : Income from 

House Property Rs, 12,000 ; Profit from Oil Business 
Rs. 10,000. 

(6) Accounting year ended 3 ist March 1956 : Income from 

House Property Rs. 12,000 ; Profit from Oil Business 
Rs. 20,000. 


Statement of Total Income 


Taa; Year 

1950-51 Income from House Property 

Income from Other Sources 


Rs. 

7,000 

6,000 


Loss from Oil Business 


13,000 
14,000 


Loss c/f to assessment year i 95 i -52 


1,000 

/fi 5 i -52 

' In:x)me from House Property 

Profit from Oil Business 

Lets Loss b/f from assessment year 

i 95 o- 5 i 

5,000 

1,000 

10,000 

4,000 


Total Income 

i 4 ,ooo 

1952-33 

Income from House Property 

Loss from Oil Business 


12,000 

26,000 


Loss c/f to assessment year i 953-54 


14,000 

1953-54 

Income from House Property 

Loss from Oil Business 


12,000 

IO,COO 


Total Income a,000 

Rs. 14,000 loss b/f from the assessment year 1952-53 will 
be c/f to the assessment year x 954 - 55 . 
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1954-55 Income from House Property 


12,000 

Profit from Oil Business 

10,000 


Less Loss b/f from assessment year 

1952-53 

10,000 


Total Income 


12,000 

Rs. 4,000 loss b/f to the assessment year igSa— 

53 will 

be c/f to the assessment year 1954—55. 


1955-56 Income from House Property 


12,000 

Profit from Oil Business 

20,000 


Less Loss b/f from assessment year 

1953-53 

4,000 

16,000 

Total Income 


28,000 


(2) The details of the income of an assessee for the previous 
year ended 3tst March i 956 arc as follows 
Indian Income: 

(а) Salary Rs. 725 and dearness allowance Rs. 100 per month 

and bonus Rs. i>6oo. 

(б) Interest from tax-free government securities Rs. 500 and 

from other government securities Rs. 1,000 (gross). 

(c) A loss of Rs.i,ooo has been computed from house property. 

(d) Share of profit from an unregistered firm Rs. 15,000. 

(e) Dividends ( gross ) Rs. 600 and interest on bank deposits 

Rs. 4 oo. 

(f) Share of income from a Hindu undivided family as a 

member thereof Rs. 3 ,000. 

Foreign Income : 

(a) Income in Africa remitted to India Rs. 5,000. 

(b) Income arising in Iran from a business ( contiolled in 

India ) Rs. 10,000 and from property Ks. 2,000. 

During the year* Rs. xo,ooo was brought into India out of 
untaxed income arising in Africa in i 95 o. He paid Rs. 8,000 as 
premia on his life policies for Rs. 1,00,000. 

Compute his total income, total world income and exempted 
income on the footing that (a) he is a resident ordinarily resi^nt, 
{&) he is a resident not ordinarily resident, and (c) he is a non-resident. 




(a) 

(6) 

(c) 

Income in India : 

Rs. 

Rs. 

Rs. 

z. 

Salary 

zi, 5 oo 

ii, 5 oo 

11,500 

2. 

Interest on Securities : Taxed ... 

1,000 

1,000 

1,000 


* Tax-Free 

500 

500 

500 

3 . 

Property (Loss) * .... 

-1,000 

-1,000 

-1,000 

4 - 

Business (Profits from a firm) ... 

15,000 

15,000 

1 5,000 

5 . 

Other Sources : Dividends (gross) 

600 

600 

600 


Bank interest ... 

400 

400 

400 



28,000 

28,000 

28,000 
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Income oateide India : 


I. 

Past untaxed African income 





brought into the taxable terri¬ 
tories during the year 

Z0,000 

10,000 

- 

2 . 

Income in Africa remitted to 





taxable territories 

5,000 

5,000 

— 

3 . 

Income arising in Iran (in excess 



of Rs. 4 , 5 oo) .... 

7,500 

5,500 

— 


Total Income 

50,500 

48.500 

28,000 


Share of Hindu undivided family 





income which is not included 
in total income but which must 
by included in total world 





income 



3,000 


Foreign Income 



17,000 


Total World Income 


48,000 

fJxempted Income : 





Tax-free interest 

500 

500 

500 

2 . 

Life insurance premia 

8,000 

8,000 

5,600 

3 . 

Profits from unregistered firm 

15,000 

15,000 

15^000 



23,500 

23,500 

21,100 


The exempted amount of life insurance premiums should not 
exceed one-fifth of total income or Rs. 8,000 whichever is less. 

(3) From the following information, calculate the total 
income, earned income relief and the exempted income of an indi¬ 
vidual f6r the assessment year 1956-57 : 

(a) Salary after deduction of provident fund contribution 

and income-tax Rs. 14,200. 

(b) Income-tax deducted from salary Rs. 2,000. 

(c) His contribution to recognised provident fund Rs.z,8oo. 

(d) Employer's contribution to his provident fund Rs.x,8oo. 

(e) Interest at 9% per annum credited 10 provident fund 
‘ RjS. 1,200. 

(f) Dividends received, Rs. 4,400, income-tax applicable 

thereto being Rs. 1,000, 


(g) Life insurance premium paid Rs. 

1,800. 


Total Income : 

Rs. 

Rs. 

I. Salary , 

18,000 


Employer's contribution to P.F. 

1,800 


Interest on P.F. 

1,200 

21,000 

2. Dividends (gross) 


5400 

Total income 


^ M CSS 

a 6 , 4 oo 
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Earned income allowance on Rs.ai^coo 
Assessable income 
Exempted Income : 

I. Contributions to P.F. restricted to one>fi{th 
of annual sala^ 

a. Insurance premium (P.F. contributions and 
premium restricted to one-fifth of Rs.23,40o) 
3. Provident fund interest restricted to 6% 


4.000 

aa,4oo 


3,600 

x,o8o 

800 

5,480 


( 4 ) An assessee furnishes the following particulars of his 
income for the previous year ended 3zst March 1956 : 


Salary from Government of India for 8 months Rs.a 4 ,ooo 
Salary from Government of India for foreign service in 
China for 4 months Rs.i6,ooo. out of which Rs. 2,000 
per month was remitted to his wife resident in 
Lucknow. 

Dividend from a foreign company (after deduction of 
Rs. 2,000 on account of income-tax in that country) 
Rs. 4,000 which was not remitted to India. 

Compute his total income and total world income if (a) he is 
a resident ordinarily resident and (b) a non-resident. 

(a) 


{a) 

ib) 


(c) 


I. Salary 

2 Foreign income remitted to India 
3 . Foreign income not remitted to India : 
Salary for service in China 8,000 
Dividends 4 ,ooo 


Rs. 
24,000 
8,000 


(b) 

Rs. 

24,000 


lesf} Statutory allowance 
Total income 
Foreign income 
Total world income 


12,000 

4,500 


7 , 5 oo 

39,500 


a 4 ,ooo 

20,000 

44,000 


When fhe ,assessee is a non resident, Rs.8,000 remitted t>y 
him to his wife residentjin Lucknow would be treated as the income 
of the wife and taxed in her hands. • 

( 5 ) The following information relates to the income of an 
assessee who is resident and ordinarily resident for the year ended 
3tst March 1956; 

(ci) Monthly salary Rs.3,000. He was on leave for 4 months 
ex-India. Two months* leave salary Was drawn ex* 
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India and the balance of leave salary was drawn in 
India on return from leave during the following year. 
(6) He owns a house^ one-fourth of which is used for his 
residence and the remainder is let at Rs. 4 oo*per month. 
His agent charged, one-sixth of the rent as his commission. 
Municipal taxes in respect cf the house were Rs.r,6oo. 

(c) Dividend received Rs. 6,666 (gross). 

id) A loss from speculation business Rs. 5,000. 


Compute his total income for the assessment year 1955-56. 

Rs, 

I. Salary for la months 36 ,000 


2. Income from Property : 

Rent from house let out 

4,800 


Less One-half of municipal taxes 

600 


Annual value of property let 

4.200 


Value of property occupied determined 
in the same way as that of 
property let 1,400 

Less Oae*half thereof 7oo 

7oo 


Annual value of the whole house 

4 ,goo 


Less One-sixth for repairs 816 

Collection charges restric¬ 
ted to 6 % of Rs.4,200 252 

1,068 

3,832 

3. Dividends (gross) - 


6,666 

Total Income 


46,498 


The loss of Rs. 5,000 from speculation business cannot be set 
off against the above income. 

(6) A zamindar and landlord had the following income for the 
previous year ending 3 ist March 1956;— 

(а) Rs. 50,000 income from rents paid by agricultural tenants 

of land assessed to land revenue in Uttar Pradesh. 

(б) Rs. 4,000 income from sale of grain purchased by him 

from sundry cultivators in Uttar Pradesh. 

(c) Rs. 10,000 income from sale of trees of spontaneous growth 

on land assessed to land revenue in Uttar Pradash- 

(d) Rs. 12,000 income from the purchase and sale of timber 

in Uttar Pradesh. 

(e) Rs. 1,000 income from fishing rights of a, tank in Uttar 

Pradesh. 

if) Rs. 6,000 income from cess levied and collected on sales 

effected in a closed market provided by him for the 
purpose in his village in Uttar Pradesh. 

ig) Rs. ix,ooo accrued income cultivation carried on in his 

native village in Nepal on land assessed to land revenue 
there. No part of it was brought or remitted to India. 
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ih) Rs. 6o,coo income from house property situated in Burma 
as computed under section 9 but without deducting 
interest. The property is subject to a mortgage in Burma 
which was effected in 1951 for the purpose of raising 
money to be spent on his continental tour. The interest 
comes to Rs. 8,000 per annum. During a short visit to 
Burma he spent Rs. 5 ,ooo on his personal expenses and 
purchased a car for Rs. 10,000 which was brought to 
India. He also brought with him to India cash amoun¬ 
ting to Rs. 15,000 and the balance of the yearns in;ome 
was paid away towards the redemption of the above 
mortgage. 

He paid life insurance premia amounting to Rs. i 5 ,ooo on 
policies on his own life for sums assured of Rs. 80,000. 

Compute his taxable income, total income and total world 
income separately for each of the following bases :—{i) if he were a 
non-resident of India, (ii) if he were a resident but not ordinarily 
resident of India, and {Hi) if he were a resident and ordinarily 
resident of India. 


I. Income arising in India : 
{a) From sale of grain 
{h) From sale of trees not 
being agricultural 
income 

(c) From sale of timber 
(d!) From fishing rights 
le) From market cess 


Not 

Ordinarily ordinarily Non¬ 
resident resident resident 
Rs. Rs, Rs. 

4,000 


10,000 

12,000 

i,oco 

6,000 33,000 33,000 33,000 


2. Income from Burma property 

remitted to India 15,000 i5,oco 

3 . Unremitted foreign^ncome ; 

{a) Agricultural income in 

Nepal 11,000 

(6) Property income in 

Burma 37 ,000 


48,000 

Less Allowance 4,500 43,500 


Total income 
Other'world ^comc 


9i,5oo 48,000 33,000 

63,000 


Total world income 96,000 

A resident (whether ordinarily resident or not) is entitled to a 
rebate of income-tax on Rs. 8,000 on account of life insurance 
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|)remiums at the average rate of income-tax chargeable on his taxable 
income. 

A non-resident is entitled to a rebate of income-tax on Rs.6'6oo 
(being one-fifth of his total income) only if he has paid the life 
insurance premiums out of his Indian income. 

When foreign income is converted into a capita \ asset, and 
auch asset is brought into India (not for resale), what is remitted is 
not income but capital. In this case the motor car brought into 
India is not income but capital as it is not meant for resale, 

The amount of earned income in each case will be as follows:- 





Not 




Ordinarily 

ordinarily 

Non¬ 



resident 

resident 

resident 



Rs. 

Rs. 

Rs. 

3. 

Income from sale of grain 

4,000 

4,000 

4,000 

a. 

Income from sale of timber 

ia,ooo 

12,000 

12,000 

5 . 

Nepal agricultural income 

11,000 

— 




27,000 

16,000 

16,000 


Earned Income Allowance 

3,600 

3,200 

3,200 


( 7 ) In what circumstances has a person to pay tax on amounts 
•which are not received by him or on his behalf ? The provisions 
of sections 45D, 44 E, and 44 F should be ignored. 

The following are ten cases in which a person has to pay tax 
-on amounts which are not received by him or on his behalf 

(i) The notional income from property computed in accor¬ 
dance with the provisions of section 9 may be greater 
than the actual income from that source. 

(ti) All income arising to any person by virtue of a 
settlement or disposition from assets, which remain the 
property of the settlor or disponer is deemed to be the 
I income of the transferor. 

(ui) All income arising to any person by virtue of a 
revocable transfer of assets is deemed to be the income 
of the transferor if the period, during which the 
transfer can be revoked, is six years or less. 

{iv) The income of a wife which arises from her membership 
in a firm, of which her husband is a partner, is 
included in the total income of the husband. 
iv) The income of a minor child which arises from the 
admission of the minor to the benefits of partnershijf 
in a firm of which the father is a parener, is included 
in the total income of the father. 
ivi) The income of a wife which arises *from assets trans¬ 
ferred to her .by her husbiind, otherwise than for 
adequate consideration or in connection with an 
agreement to live apart, is included in the total 
income of the husband 

{tii) The income of a minor child (other than a married 
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daughter) which arises from assets transferred to such 
minor by the father, otherwise than for adequate 
consideration, is included in the total income of the 
father. 

(oi») The income of any person or association of persons 
which arises from assets transferred otherwise than for 
adequate consideration to the person or the association 
by an individual for the benefit of his wife or a minor 
child or both is included in the total income of the 
individual. 

(ia;) When the course of business between a resident and a 
non-resident, who are closely connected, is so arranged 
that the business done by the resident with the non¬ 
resident produces to the resident either no profits or 
less than the ordinary profits which might be expected 
to arise in that business, the profits which may reaso¬ 
nably be deemed to have been derived therefrom are 
chargeable to tax in the name of the resident, who is 
deemed to be the assessee in respect of such tax. This 
provision is found in section 4o ( 2 ) which is explained 
later in the chapter dealing with the assessment of 
nonresidents. 
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34 at all, for the general notice under section 22 (1) does 
not lapse with the end of the fiscal year. 

In the case of both general and individual notices, 
the Income-Tax Officer may, in bis discretion, extend tha 
date for the delivery of the return. 

Any person who fails without reasonable cause to 
furnish the return required by the general notice is liable 
under section 28 (1) to penalty not exceeding It times 
the tax payable by him. But no penalty can be imposed 
on an assessee whose total income is less than Es. 3,600 
or on the agent of a non-resident unless he has been served 
with an. individual notice. 

Failure to comply with an individual notice issued 
under section 22 (2) also attracts penalty under section 
2.S (1), is further an offence punishable with fine under 
section 51 (c), and brings into operation the provisions 
of section 23 (4) t.e., an exparte assessment and canceller 
tion of tho registration of an assessee firm. 

An assessment may bo made upon a return filed 
in response to a general notice. But if a person fails to 
make a return in response to a general notice, no assess¬ 
ment <5an be made on him unless an individual iiotico 
under section 22 (2) has been served upon him. It is 
only when a person fails to make a return in response to 
an individual notice that an exparte assessment may be 
made by the Income-Tax Officer under section 23 (4). 
Even the penalty under section 28 (1) for non-coryplianco 
with the general notice can be imposed only after an 
individual notice served, assessment is made, and the 
tax payable is determined, as tho penalty is not to exceed 
one and a half times the tax payable, and the tax payable 
cannot be determined till the assessment is made, and tho 
assessment cannot bo made till an individual nouioe is 
served. Thus an individual notice under section 22 (2) is 
a condition precedent to the making of any assessment 
or the levy of any penalty in case of non compliance with 
a general notice. 

Section 22 (3^ deals with returns filed out of time 
and with revised returns. If a return is not furnished 
within the time allowed, the person bound to furnish the 
return may furnish it at any time before the assessmeiht 
is made. But failure without reasonable cause to famish 

16 
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tli 0 return within the time allowed may be punished 
with a penalty under section 28 (1) (a), even if the return 
is furnished. If the person who has furnished a return 
finds any omission or wrong statement there^, he may 
furnish a revised return at any time before the assessment 
is made, but the benefit of this provision cannot be 
claimed by a perso’i who has knowingly made a false 
return. The offence of filing a deliberately false return 
cannot be condoned by the filing of a revised return and a 
penalty may be imposed under section 28. 

The assessment of a person who submits his return 
would be valid notwithstanding that no notice at all might 
have been issued under section 22 (2) calling for a return. 
The income-tax assessment proceedings commence with 
the issue of a notice. The issue of a notice is not, how¬ 
ever, the foundation of the jurisdiction of the Income-Tax 
Officer to make the assessment or of the liability of the 
assessee to pay the tax. 

The legislature has declared in unambiguous language 
that, save in special circumstances, the administrative 
process for assessing and collecting income-tax should not 
be allowed to proceed without adequate notice and hearing. 
These provisions of the law' are not idle formalities which 
may or may not be complied with as the Income-Tax Officer 
may desire. On the contrary, they have been enacted with 
the express object of affording protection to the taxpayer 
against arbitrary and capricious assessment. 

Return of Loss. Under section 22 (2A), if a person 
who has incurred a business loss in any year, wants the 
benefit or carry-forward of such loss” in any subsequent 
assessment year, it is necessary that he should, within 
the time specified in the general notice under section 22 
(1) or such further time as the Income-Tax Officer in any 
case may allow, furnish a return of loss with all particulars 
as in a return of income and have the loss determined. 
All the provisions of the Act relating to a return of income 
apply to a return of loss. 

Deduction of Tax at Source. ^ 

According to section 18, the person responsible for 
paying the following amounts is required to deduct tax 
at the time of payment at the rates prescribed in the 
Finance Act of the year :— 
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(1) Payment of salary or interest on securities to 

any person whether resident or non-resident; 
and 

(2) Payment of any sum chargeable to tax (such 

as interest, dividend, royalty, etc.) to a non¬ 
resident. 

The rates at which tax is to be deducted at source 
are as under — 

(1) In the case of salary payable to residents, both 
income-tax and supertax should be deducted at the rate 
appropriate to the estimated salary for the year. 

(2) From interest on securities only income-tax is 
to be deducted at the maximum rate (50.4 pies per rupee 
for 1956-57). 

(3) In the case of payments to a non-resident (such 
as salary, interest, dividends, royalty, etc.) income-tax is 
to be deducted at the maximum rate and super-tax at 
three annas in the rupee if the total world income is below 
Rs. 62,758 (for 1956-57) and if it exceeds that limit, then 
at the rate applicable to a resident. 

If the non-resident happens to be a company, the 
deduction of both income-tax and super-tax should be at 
the rates applicable to a company. 

An option is given to non-residents to agree to be 
assessed at the same rates as applicable to residents in 
regard to income-tax and super tax. If he agrees to this 
method he may obtain a certificate from the Inoom^Tax 
Officer for deduction of tax at a lower rate and file it with 
the person responsible for paying him the amount. In 
such cases the deduction is to be made according to the 
certificate given by the Income-Tax Officer. 

Whenever the person making a payment to a non¬ 
resident is in doubt as to whether the whole of the sunn 
to be paid or a part of it is taxable,, he may write to the 
Income-Tax Officer concerned and get a direction. 

The tax deducted at source must be paid into the 
government treasury within one week from the date of 
deduction unless otherwise provided by the Income-Tax 
Officer. Failure to deduct and pay tax within the stipu¬ 
lated time may entail prosecution proceedings against the 
person concerned besides his being considered as defaulter 
, in respect of the tax due. 
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At the time of making the provisional or regular 
assessment, credit for the tax deducted at source is given 
to the person from whose income the tax has been deduo* 
ted. If there is excess deduction owing to th^ being a 
difference between the rate at which tax was deducted and 
the actual rate at which tax is payable by him, then a 
refund will be made. 

Advance Payment of Tax. 

As regards income from which tax is not deductible 
at source under section 18, e. g., income from business, 
section 18A enables the Income-Tax department to collect 
the tax in advance by instalments in the financial year 
preceding the assessment year at the rates of tax appli¬ 
cable to the year of collection. This provision is known 
as “Pay-as-you-earn’' scheme, because the tax is collected 
as and when the income is being earned. 

But this advance tax is payable only when the asses- 
see’s total incom(5 according to the latest completed assess¬ 
ment exceeds a certain limit. The limit laid down is 
that the total income should exceed the maximum amount 
exempted from tax by Bs. 2,500. Thus, for example, 
unless the total income according to the latest completed 
assessment is in excess of Es. 6,700 in the case of indivi¬ 
duals or finns, no liability to any advance tax would arise. 

If the total income as determined in the latest 
completed assessment exceeds the limit laid down, the 
Income-Tax Officer would adopt that figure as the total 
income for determining the advance'tax payable. In such 
a case a notice will bo sent to the assessee with chalans for 
payment of tax. The tax is nonnally payable ‘in 
quarterly instalments on 15th June, 15th September, 16th 
lleoember and 15th March of the financial year concerned. 
No extension of time for. payment of instalments is permi¬ 
tted except in the case of earnings from commission, since 
such commission is payable periodically and may not be 
received or adjusted before the date fixed for these instal¬ 
ments. In such caseSfc the payment of tax covering the 
commission may he postponed till the commission is 
received or adjusted, but the assessee should pay the tax 
on such commission within 15 days of its receipt or 
adjustment. 
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If the taxpayer considers that his total income would 
be less than that adopted by the Income-Tax Officer, he 
may file his own estimate and pay tax accordingly. In 
regard to the estimate filed by the assessee, a margin of 
20% is allowed as error of approximation. If at the time 
of regular assessment it is found that the tax paid in 
advance according to the estimate is below 80% of the 
actual tax payable on the income assessed (so far as such 
tax relates to income to which section 18 does not apply 
and so far as it is not due to changes in the rates of tax), 
simple interest at 4 per cent per annum from 1st January 
of the financial year in which the tax was paid up to the 
date of the regular assessment shall be payable by the 
assessee upon the amount by which the tax so paid falls 
short of the said SO per ceut. If the Income-Tax Officer 
finds that the assessee has deliberately underestimated 
the tax payable by him, fi penalty up to 1^ times the 
deficit tax paid may also be imposed on the assessee. 

In the case of persons previously assessed, it is the 
Income-Tax Officer who makes an order for advance pay¬ 
ment of tax ; but if a person has not been previously 
assessed, he must voluntarily make advance payment of 
tax before 15th March preceding the assessment year, if 
his total income for the assessment year is likely to exceed 
the limit laid down above. If a new assessee does not do 
so, interest at 4 per cent per annum will be charged on 
80% of the amount of tax determined on regular tissess- 
ment from 1st January of the financial year in which the 
advance payment shdlild have been made up to the date 
of the regular assessment and in addition, the assessee is 
liable to a penalty up to 1| tinier the amount of tax 
determined on regular assessment. 

Interest is payable by (lovernment on the advance 
payments of tax in the following manner : 

(/) at 2/( per annum on the excess amount of tax 
paid in advance (i, e., the excess of total instal¬ 
ments paid| over the amount of tax determined 
on regular assessment) in relation to the assess¬ 
ment years 1953-64, 1964-55 and 1955-56; and 
(//) at 4 % per annum on the excess amount of tax 
paid in advance (i. e., the excess of total total* 
ments paid over the amount of tax determitied 
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on regular assessment)) in relation to the assess¬ 
ment year 1956-67 and later years. 

The amount of interest so payable is to he calculated 
from the beginning of the financial year next following 
to the date of the regular assessment. For example, if 
the total tax paid in advance during the financial year 
1955-56 is Es. 10,000 and the amount of tax for the 
assessment year 1956-57 is determined at Ks. 9,000 on 
regular assessment completed on 15th .Tuly 1956, interest 
at 4% per annum is payable by Government on Es. 1,000 
from 1st April 1956 to 15th July lOSO. 

The interest which an assossee has to pay under 
section 18A (7) for having under-estimated the tax payable 
by him by way of advance tax and the interest payable 
to him by the Government under section 18A (5) in 
respect of tax paid in advance, do not arise out of the 
same transaction. The interest payable by the assessee 
cannot, therefore, be deducted from the amount of interest 
received by him in determining his assessable income. 
Nor can tlie interest payable by him under section 18A (7) 
be claimed as business expenditure under section 10 (G) 
fxv) or on the general principles of commercial expediency, 
where there is nothing to show that the liability was 
incurred by reason of a mistake of any employee of the 
assessee L T. R, ijj). 

Illustrations 

(i^ (n) An assessee was asked to pay {.ax under section i 8 A 
amounting to Rs. 12 , 000 . He filed his own estimate and paid 
Rs. 4,coo during the financial year i954-55. On submission of the 
return for the assessment year i955-56 the tax payable by him was 
determined at Rs. 5,ooo on ist July i956. Indicate the rate at 
which interest, if any, is payable by the Government to him and 
also the period for which the interest is payable. 

(fe) Supposing that the tax determined on the completion of 
the regular assessment in the above case was Rs. 10 , 000 , will the 
assessee be liable to pay penal interest ? If so, indicate the amount, 
the rate and the period for which interest is to be charged. 

(e) An assessee started business in ekctrical goods from xst 
July 1954 . He closed his accounts on 3xst May i955 and has 
written to the Income-Tax Officer that he wants to adopt the year 
ending 3 xst May as his previous year. Is the assessee liable to pay 
any tax under section 18 A if the profits for the period ending 3ist 
May x955 are (i) Rs. 6,4oo and (ii) Rs. 9,€oo ? 



ASSESSMENT PROCEDURE 


247 

If any tax under section 18A is payable, indicate the last date 
by which he should pay the tax and the amount of income on which 
he should pay tax. 

(a) As the amount paid by the assessec under section 18A 
does not exceed the amount determined to be payable on regular 
assessment, no interest is payable by the Government to the assessce. 

(b) As the amount paid by the assessce (Rs. 4 ,000) is less than 
80% (80% of Rs. 10.0:0 being Rs. 8,000) of the tax determined to be 
payable by him on regular assessment, the assessce has to pay 
penal interest at 4 % per annum from ist January j 955 to 30th June 

1955 on Rs, 4,000 being the amount of deficit tax. 

(e) He need not pay any tax under section 18A if his income 
for the period ending 3 ist May i 955 is Rs. 6,400. If. however, the 
income is Rs. 9 ,600 he shall have to pay tax under section 18A 
on the entire sum on or before ] 5 th March 1956, because the profits 
will be assessed in the assessment year i 956-57 for which the 18A 
year will be 1 955 - 56 . 

(2) Four instalments of Rs. 3 ,ooo each art payable by an 
assessee during the financial year 1934-55 under section 18A. The 
payments are made by him as follows : — Rs. 3 ,ooo on i 5 - 6 ~i 954 ; 
Rs. 3,000 on 15-9-1954; Rs. 3,000 on 15-13-1954; Rs 3 , 000 on 
15 - 5 - 1955 . 

If the assessment for the year 1955-50 is completed on 15-5- 

1956 and the tax payable is ascertained to be Rs. 8,000, what interest 
would you allow to the assessee uiider section i8A(5) ? 

The payment made after the close of the financial year, 
namely, on 15-5-1955. is to be igmred, Interest under section 18A 
(5) is payable only on the excess of the instalments paid during the 
financial year i 954-55 (Rs. 9,o'io) over the tax determined on 
regular assessment (Rs. 8,000), that is to say, on Rs i,coo. 

Therefore the interest payable under section 18A (5) simple 
interest at 2 per cent per annum on Rs. 1,000 for the period from 
x- 4 —1955 to 15-5-1956. i.e., from the beginning of the financial 
year next following to tiie date of ihe regular assessment. 

( 3 ) On regular assessment for the year 1955-55 completed 
on 31st March 1956, the total tax payable by an assessee was found 
to be Rs. 2,00,000, It is seen that the jssessec was required under 
section 18A (i) to pay advance tax of Rs. i,ao,ooo, but he submitted 
his own estimate under section 18A (2) at Rs. 1,00,000 and paid tax 
according to that. Calculate the interest recoverable from the assessce 
under section 18A (0). The rates of tax for 1954-55 and 195,5-56 
were the same. , 

Assuming that th^ estimate furnished by the assessee was 
deliberately kept low so that penalty under section 18A (9)' is 
leviable, calculate the maximum penalty leviable. 

Where the estimate of advance tax paid by an assessee turns 
out to be less than 80% of the tax determined on regular assessment, 
he has to pay penal interest at 4 % per annum (simple) from isV 
January of the financial year in which the tax was paid to the 4 ate 
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o£ regular assessment, upon the amount by which the advance tax 
paid by him falls short of the said So%. 

As the rates of tax for 1954-55 and 1955-56 were the same, 
the interest chargeable under section 18A ( 5 ) will be calculated as 
follows: — 

Rs. 

80% of the tax determined on regular assessment 1,60,000 

Tax paid under section 18A 1,00,000 

Deficit Tax ^ 60,000 

Therefore interest chargeable under section j8A (6) will be at 
per annum on Rs, 60,mo for i 5 months from ist January 1955 
to jrst March 1956. The amount of this interest comes to Rs.3000. 

If the estimate furnished by the asscssee under section 18A 
(3) was deliberately kept low, the maximum penalty leviable under 
section i 8 A( 9 ) (a) is times the deficit tax paid. The maximum 
penalty will therefore be iV times Rs 60,000 or Rs. 90,000, 

Provisional Assessment. 

As explained above, the advance payment of tax 
under section 18A is calculated on the income of the last 
completed assessment. It may therefore happen that the 
income on which advance tax has been paid may be 
considerably below the income which the assessee subse¬ 
quently shows in his return. In such a case th(^ balance 
of the tax cannot he recovered until tho assessment is 
finalised. The asscssee himself can play with the Income- 
Tax Officer by making petitions for time and by delays in 
l)roduct\on of evidence, and can thus defer the payment 
of the remniniug tax for ([uite a long time. 

In order to remove such difficulties, the Income-Tax 
Officer is empowered by section 23B to make a provisional 
assessment in advance of the regular assessment on the 
basis of the assessee’s own return. Where, however, the 
advance tax paid by an assessee is likely to be greater 
than that due on the income returned by him, the Income- 
Tax Officer will not make the provisional assessment. 

A pa rtner of a firm may be provisionally assessed in 
respect of his share in the firm’s profits, if its return has 
been received, although the return oHho pai tner himself 
juay not have bsen received. 

A firm may be provisionally assessed as if it were an 
unregistered firm unless it makes an application for regis- 
tration in time. A firm which is already registered must. 
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apply for the renewal of registration before such provisio¬ 
nal assessment is made, while a firm which has not yet 
been regularly assessed must apply for registration before 
the submission of its return of income, 

There is no right of appeal against a provisional 
assessment, and the amount of tax determined by a provi¬ 
sional assessment must be paid within the time specified 
in the notice of demand, otherwise the assessee will be 
liable to a penalty which may be as great as the amount 
of tax due from him. 

Any tax deducted at source under section 18 or paid 
in advance under section 18A is deemed to have been paid 
towards the provisional assessment and credit for the 
same would be given to the assessee in the provisional 
assessment. Similarly any amount paid or deemed to 
liave been paid towards the provisional assessment is 
deemed to have been paid towards the regular assessment, 
credit for the same being given to the assessee in the 
regular assessment, and if any sum has been paid in excess 
of the amount payable under the regular assessment, such 
excess would be refunded to the assessee. 

Regular Assessment. 

Section 2B, under which regular assessments are 
made, contemplates three kinds of assessments ;— 

(1) On the basis of return. Under section ^3 (1), 
where the Income Tax Officer is satisfied that the return 
of income is corrects and complete, he assesses the total 
income of the assessee and determine.s the amount of tax 
on the basis of such return. 

(2) On the basis of evidence produced. T’nder section 
23 (3), where the return of income is believed to be in¬ 
correct, the assessment is made after an inquiry. If the 
Income-Tax Officer does not accept the return as correct 
and complete, he must serve a notice, under section 23 (2), 
on the assessee^ requriug him on a date therein speoifi^ 
either to attend at tile Income-Tax Office or to produce 
through a representative any evidence in support of hia 
return. If the Income-Tax Officer wishes the assessee to 
attend personally, he can insist on this by issuing an order 
under section 37. 
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Section 37. This section confers on the Income-Tax 
Officer, Appellate Assistant Commissioner, Commissioner 
and Appellate Tribunal the same powers as y.re vested in 
a court under the Code of Civil Procedure, 1908, when 
trying a suit in respect of the following matters, namely ' 

(a) Discovery and inspection ; 

(h) Enforcing the attendance of any person (includ¬ 
ing any officer of a banking company ) and 
examining him on oath ; 

(c) Compelling the production of books of account 

and other documents ; 

(d) Issuing commissions. 

Under section 87 (G), the Tncome-Ta.x Officer, if so 
authorised by Commissioner, may enter buildings, search 
the premises and seize any documents, take notes and so 
on, which may be useful for, or relevant to, any proceedings 
under the Act. The provisions of the (Jodc of Criminal 
Procedure, 1898, relating to searches shall apply to 
searches under this section. 

According to section 87 (4), any proceeding before 
any income tax authority referred to above shall be deemed 
to be a judicial proceeding within the meaning of sections 
193 and 228 and for the purposes of section 100 of the 
Indian Penal Codo, 1860. 

Though these autliorities do not stric.tly act as courts 
of law, it is clear that they act in a quasi-judicial capacity. 
The Income-Tax Officer may draw inferences and consider 
evidence, which may not be admissible under the Evidence 
Act. Though the Income-Tax Officer is not a court, he 
must proceed in a judicial manner and come to a judicial 
conclusion upon properly ascertained facts. He must 
proceed without bias and must give sufficient opportunity 
to the assessee to place his case before the department ; 
he must conduct himself in accordance with the principles 
of justice, equity and good conscience. 

Under section 2*2 (4), the Income Tax Officer is 
empowered to call upon any person wl\o has made a return 
under section 2.i d) or upon whom a notice under section 
22 (2) has been served — 

(a) To produce such accounts and documents as the 
Income-Tax Officer may require, or 

{h) To furnish in writing and verified in the pres- 
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cribed manner information in such form and 
on such points or matters as the Income-Tax 
Officer may require. This power includes 
the power to call for a statement of all assets 
and liabilities not included in the accounts, 
known as a ^'‘ivsalth statement'\ But two 
restrictions have been imposed on this general 
power, namely, the information asked for 
should be limited to the purpose of assess¬ 
ment, and a wealth statement can be called 
for only with the previous approval of the 
Commissioner. 

If the assessee does not produce the accounts, 
documents and any other information (including a wealth 
•statement! asked for, the Income-Tax Officer is empowered 
by section 37 to enforce their production. Once the 
accounts and documents are produced, the income-tax 
authorities (Income-Tax Olficnr, Appellate Assistant 
■Commissioner, Commissioner and Appellate Tribunal) 
are now given the power by section o7 (3) to impound and 
retain the books and documents produced, but it is subject 
to the following limitations, namely : 

{a) It must be exercised accoiding to the rules made 
in this behalf ; 

{b) An Income-Tax Officer cannot impound books 
and documents witliout recording his reasons 
for doing so, and be cannot retain them in 
bis custody for more than 15 days (exclu¬ 
sive of ^holidays) without the approval of the 
Commissioner. This limitation does not apply 
to other income-tax authorities. 

Where the services of chartered accountants are 
•employed by assessees, those services are utilised to the 
■fullest extent by Income-Tax Officers. Where a state¬ 
ment of profit and loss and a balance sheet filed by^an 
assessee have been certified as correct and complete by 
euoh an acoduntan^ the Income-Tax Officer will, unless 
he sees reason to the contrary. and entirely at bis discre¬ 
tion, accept them as correct and complete, although Iwj 
will frequently have to call for details showing how 
various figures are made up. In such cases, however, t]be 
accountant himself, who is authorised by the assessee to 
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appear ou his behalf, will normally te asked to supply 
the details. 

The proviso to section 22 (4) prevents ap Income- 
Tax Officer from calling upon an assessee to produce 
books of account going back for a period of more than 
three years prior to the previous year on the profits of 
which the assessment is based. When, therefore, the 
Income Tax Officer is assessing or reassessing the income 
of a past assessment year, the period of three years is 
counted from the previous year in respect of such past 
assessment year. This limitation applies merely to books 
of account; it does not apply to documents. No limita¬ 
tion is placed by the Act upon the power of the Income- 
Tax Officer to call for documents of any date. 

Section 22 (41 empowers the Income-Tax Officer to 
call for such accounts and documents as he may require, 
and section 23 (2) gives to the assessee the right to 
produce any evidence that he may \\ ish to. A combined 
notice under sections 22 (4) and 23 (2) is valid. 

If the assessee complies with the notice issued 
uuder section 23 (2) and produces evidence, the Income- 
Tax Officer must hear such evidence. As stated above, 
the Income-Tax Officer cannot call for accounts relating 
to a period earlier than three years prior to the previous 
year ; but it has been held that, when in(]uiring into the 
(;orrectness of the statements made b}' the assessee in 
his retell, the Income-Tax Officer may, in exercise of 
his powers under sections 23 (3) and 37, call for accounts 
of a period more than three years prior to the previous 
year. 

Where the method of accounting employed by an 
assessee is improper, the Income-Tax Officer can reject 
that method under the proviso to section 13 and compute 
the income on a basis and in a manner of his own choice 
in the due exercise of his discretion. If, on the other hand, 
the account books are unreliable, incorrect or incomplete, 
the Income-Tax Officer may reject ^uch account books 
under section 23 (3), though this sub-section does not 
confer the power in express terms. 

If the account books are rejected the Income-T^ 
Officer is justified in making an assessment on the basis 
of a flat rate of profit. The flat rate may be applied to’ 
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the turnover or gross receipts as shown by the books^f 
the assessee or as estimated by the Income-Tax Officer 
himself. The Income-Tax Officer may add a lump sum 
as representing undisclosed income and may include in 
the total income any cash credits appearing in the accounts, 
if such cash credits have not bf^en properly explained by 
the assessee. The Incoine-Tax Officer may, in the absence 
of any bettor evidence, fall bacjk on the past assessments of 
the as=cssee ; he may also take into consideration the 
extent of the assessee’s business in the relevant accounting 
year, ro(5ent investments and acquisitions made and expen¬ 
diture incurred by the assessee, and local knowledge and 
repute in regard to the assessee’s (iircumstanocs. 

The Income-Tax Officer may roly on private sources 
of information and these sonnies he is not bound to 
disclose to the assessee. There is nothing in the Act itself 
whii^h requires the IncomoTax Officer to disclose to the 
assessee the material on which he proposes to act or to 
refer to it in his order, but natural justice demands that 
he should draw the assessee’s attention to it before making 
the order. Information which the Income-Tax Officer 
has received may not always bo accurate, and it is only 
fair that ho should give the assessee an opportunity of 
showing, if he f'.an, that the Income-Tax Officer has been 
misinformed, but the Income-Tax Officer is not bound to 
di8clo=»e the source of his inforiiiation. 

It is true that the Income-Tax Officer has yery wide 
powers and is not fettered by technical rules of evidence ; 
but there is one overriding restriction on liis judgment, 
and that is that he must act honestly cm the material 
however inadequate, before him, and not vindictively, 
capriciously or arbitrarily. Wlien making an assessment 
under section 28 (8), the Income-Tax Officer is not entitled 
to make a pure guess without any evidence or any material 
at all. There must be something more than bare suspicion 
to support an assessment. 

It is sometimes urged that in the making of assess¬ 
ments the benefit df doubt should be given to the assessee 5 
but this principle, which applies to criminal law, can be 
invoked only to a limited extent in the administration of 
income-tax law. In the application of criminal law, every 
person is presumed to be innocent unless he is proved to 
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be guilty. The burden of proving that the accused ia 
guilty should be fully discharged by the prosecution. If 
there is any doubt at any stage, the accused cannot be 
declared guilty. In income-tax law, with regard to facts, 
the burden of proof rests fully on the assessee, who is the 
l)er3on having full knowledge of the details of his income. 
So, if there is any doubt on a question of fact, the assessee 
does not fully discharge his onus, and the benefit of doubt 
will go to the revenue. However, if there is any doubt in 
the interpretation of law, the benefit must go to the 
assessee, because a taxing, law must be construed strictly 
and in favour of the subject, who cannot be required to 
pay what is not indisputably due under the provisions of 
the law. 

Fresh hearing. Where an income-tax authority ceases 
to have jurisdiction and is succeeded by another before 
the completion of any proceeding, the successor may 
continue the proceeding from the stage at which the procee¬ 
ding was left by his predecessor. But section 6 (7C) gives 
to the assessee a right to demand that before the proceeding 
is so continued, the previous proceeding or any part thereof 
be reopened or that before any order for assessment is 
passed against him he be re heard. 

(3) Ex parte assessment. An assessment completed 
by the Income-Tax Officer under section 23 (4) to the best 
of his judgment is called an exmparte assessment. The 
circumstances in which such an assessment is made are 
as follows : — 

{a) Where an assessee has failed to^make a return of 
income as required by notice under section 22 
(2) within the time allowed and in the manner 
required by such notice, and has not made a 
return or a revised return under section 22 (3); 

(b) Where he has failed to comply with all the terms 
of a notice issued under section 22 (4) for the 
production of accounts and documents ; 

{c) Where, having made a return, he fails to comply 
with all the terms of a notice issued under 
section 23 (2) for^ attendance or production of 
evidence. 

In these circumstances, the Income-Tax Officer has 
to make an assessment to the best of his judgment against 
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{a) Under section a3 (4)/ the Income-Tax Officer is empowered 
to call upon an assessee (i) to produce such accounts and documents 
as the Income-Tax Officer may require, and (ii) to furnish in writ¬ 
ing such other information, including a statement of all assets and 
liabilities not included in the accounts, as the Income-Tax Officer 
may require. If the assessee has failed to comply with all the terms 
of a notice under section aa (4', the following consequences follow : 

(i) The Income-Tax Officer makes an ex.parte assessment. 

(а) The assessee is liable to a penalty under section a8 or to 

a fine on conviction before a magistrate under sec¬ 
tion 51. 

(3) In case the assessee is a registered firm, the Income-Tax 
Officer may refuse to register it or may cancel its regis¬ 
tration if it is already registered. 

(б) If an employer fails to deduct tax at source from salaries 
paid to his employees, he is considered as defaulter in respect of 
the tax due, and he is liable, on conviction before a magistrate, to 
be punished with fine which may extend to Rs. 10 for every day of 
default. 

'c) In the case of persons previously assessed, it is the 
Income-Tax Officer who makes an order under section 18A (i) for 
advance payment of tax. But section 18A (3) provides that if a 
person has not been previously assessed at all he must, without 
being served with any order, make advance payment of tax before 
the i 5 th March where his total income ,assessable for the next finan¬ 
cial year is likely to exceed by Rs. 2,500 the maximum amount not 
chargeable to tax. 

If a new assessee does not do so, interest at 4 per cent per 
annum will be charged on 80% of the amount of tax determined on 
regular assessment from ist January of the financial year in which 
the advance payment should have be en made up to the date of the 
regular assessment. In addition, the assessee is liable te a penalty 
up to times the amount of tax determined on regular assessment. 
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Appeals. 

There is no inhereufc righfc of appeal ; a right of 
appeal must be givea by the statute. SsDtiou 30 gives to 
the assesses a right of appsil t3 the Appellate Assistant 
Coramissioner against the following orders of the Income' 
Tax Officer — 

( 1 ) Section 23. An order of assessment, 

( 2 ) Section 23A. An order treating the undistri¬ 
buted profits of a private company as distribu¬ 
ted on the date ol a general meeting. 

■ ( 3 ) Section 24. An order determining the amount 

of loss of a business, profession or vocation. 

( 4) Section 25. An order imposing a penalty for 
failure to notify the discontinuance of a busi¬ 
ness, profession or vocation. 

( 5 ) Section 25A. An order declaring that a Hindu 
undivided family has been partitioned or 
^ failing so to declare. 

( 6) Section 26. An order determining that a 
succession has taken place to a business, pro¬ 
fession or vocation, 

( 7 ) Section 26A. An order refusing to register a 
firm either in the first instance or by way of 
renewal. 

( 8 ) Section 27. An order refusing to reopen an 
assessment, 

( 9 ) Section 28. An order imposing a penalty. 

(10) Section 44E and 44E. An order, imposing a 

penalty for failure to fulE’nish particulars of 
certain securities, 

(11) Section 46. An order imposing a penalty for 

non-payment of tax. 
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(12) Section 48. An order refusing to allow a 

refund. 

(13) Section 49. An order refusing double taxation 
relief. 

(14) Section 49F. An order refusing a refund to a 

legal representative. 

Where the partners of a finii are individually 
assessable on their shares in the total income of the firmy 
any such partner may appeal against the order oi the 
Income-Tax Officer determining the amount of the total 
income or loss of the firm or the apportionment thereof 
between the several partners. 

The filing of an appeal does not operate to stay the 
notice of demand ; therefore any tax due must be paid 
before an appeal can be filed. There is no provision in 
the Act which restricts the right of Grovernment to collect, 
the tax duo pending the disposal of an appeal. Relaxation 
may, however, be allowed, in the discretion of the Income* 
Tax Officer, on part of the tax provided the issue involved 
in the appeal is substantial. 

Section 30 gives the rightof {appeal only to the tax* 
payer and not to the Department ; therefore the Depart¬ 
ment cannot appeal against any order of the Income-Tax 
Officer to the Appellate Assistant Commissioner. But 
section 33B empowers the Commission er to revise any 
order of the Income-Tax Officer wh ich is prejudicial to 
the interests of the Revenue. • 

The various appeals permissible under the Kot arc 
as follows 

(l) Appellate Assistant Commissioner. In the first 

instance, an assessee can appeal to the Appellate Assistant 
Commissioner against the orders of the Income-Ta^ 
Officer under section 30. An appeal should ordinarily be 

filed within 30 days of the receipt of the notice of demand, 
or of the receipt of the order against which the appeal is. 
to be preferred. The word ‘ordinarily’ denotes that there 
is nothing to prevent the Appellate Assistant CommissionSjif 
from entertaining an appeal beyond the period of 30 daysy 
if sufficient cause is shown for the inability to file th^ 
appeal within time. . ■ 

An order of the Appellate Assistant OommissioE^ 
refusing to condone the delay in filing an appeal ana 
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dismissing fche appeal as time barred is an order under 
section 31, and is therefore appealable to the Appellate 
Tribunal. 

To accept the limited and narrow construction that 
the “appeal” in section 31 must be understood as meaning 
only an appeal which was competent and was presented 
in time or which was admitted after the delay was 
condoned and which also complied w'ith all the formalities, 
is to leave the appellate court powerless to decide, 
the preliminary points for there is no specific enumeration 
of the power in the scheme of the Act. It would also 
deprive the aggrieved party of a remedy and make him 
helpless even in oases where the order of the Appellate 
Assistant Commissioner was obviously wrong and unjust. 
There is no reason to restrict the meaning of the word 
■“appeal” in section 31 to an appeal which complied with 
all the requirements of the law and was ripe for considera 
tion on the merits of the order appealed against. The 
expressions “hearing of the appeal” and “disposing of the 
appeal” in sub-sections (1) and (2) of section 31 and the 
power to make furthei.’ inquiry may all equally apply to 
the preliminary stages as well as the subsequent stages 
of the hearing of an appeal ( C. J. T. v. Shah:(adi Begum & 
Others ). 

The procedure laid down in section 31 for the dispo¬ 
sal of an appeal is as follows : ~ 

{a) The Appellate Assistant Commissioner shall fix 
a date for the hearing of the appe?l and give notice 
thereof in time to the assessee. The hearing may he 
adjourned from time to time. At the hearing of the 
appeal the Income-Tax Officer is also entitled to be heard 
•either in person or by a representative. In an appeal 
against an order under section 26A declining to record a 
partition of a Hindu undivided family, the appellate 
•decision is not given without hearing the other members 
of the family who might be contending against the alleged 
partition. 

(h) The Appellate Assistant Commissioner may make 
any private inquiries behind the back of the assessee and 
act upon the same, even as the Income-Tax Officer can. 
He may entertain fresh evidence. He may call for account 
books and documents. If the appellant desires to lead 
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fresh evidence it is open to the Appellate Assistant Com¬ 
missioner either to admit or to refuse the evidence, and 
the discretion cannot be interfered with. However in 
appeals against best judgment assessments the fresh 
evidence tendered is normally admitted. 

(c) The Appellate Assistant Commissioner may 
completely set aside the assessment and remand the pro¬ 
ceedings back to the Income-Tax Officer so that the latter 
may make a fresh assessment in the light of the direction 
given by the Appellate Assistant Commissioner. 

{d) Where the Income-Tax Officer has refused to 
register a firm or cancelled the registration of a firm, the 
Appellate Assistant Commissioner may direct a registration 
of the firm and ask the Income-Tax Officer to make a 
fresh assessment. 

(^') If the appellant fails to appear on the date of 
hearing, the appeal should not be dismissed but should be 
decided on merits. The Appellate Assistant Commissioner 
must ascertain and settle, according to the best of his 
judgment, the sum on which the tax-payer ought to be 
assessed. 

(/) The Appellate Assistant Commissioner may 
confirm, cancel or vary the order appealed against, but 
he shall not enhance an assessment or a penalty unless 
the appellant has had a reasonable opportunity of being 
heard. 

(^) The Appellate Assistant Commissioner shall, on 
the conclusion of the appeal, communicate the orders 
passed by him to the^assesses and the Commissioner. 

(2) Appellate Tribunal. Under section 33, an 
appeal lies to the Appellate Tribunal against the orders of 
the Appellate Assistant Commissioner. A further appeal 
to the Appellate Tribunal lies only if an order of the 
Appellate Assistant Commissioner falls under section 31 
or section 28 and not otherwise. This right of appeal is 
given to the assesses as well as to the Income-Tax Depart¬ 
ment. The Commi^ioner may direct the Income-Tax 
Officer to appeal to the Appellate Tribunal, if he objects 
to the order passed by the Appellate Assistant Commis¬ 
sioner. The assesses is required to deposit a fee of Bs, 100 
before preferring an appeal to the Tribunal, but no such, 
fee is to be paid by the Department. 

.19 
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The period of limitation for appealing to the Tribunal 
both by the sissessee or by the Income-Tax Department 
is 60 days from the date on which the order ja communi¬ 
cated to thorn. The Tribunal has, however, the power to 
excuse any delay in the presentation of the appeal if there 
is sufficient cause. 

An appeal to the Tribunal is to be presented in the 
proscribed form. The Tribunal is competent to entertain 
any new question, which may not have been Raised before 
the Income Tax Officer or the Api)ellate Assistant Com¬ 
missioner, especially if it re lates to a pure question of law. 
There is nothing in section 36 enabling the Tribunal to 
enhance an assessment. The Tribunal has to pass orders 
on the appeal preferred bo it. If the assessee appeals to 
the Tribunal s.'eoking to reduce the assessment but if the 
Department desires to increase it, the latter must file a 
distinct cross appeal. The order passed by the Tribunal 
is final on a question of fact, but a reference may he made 
to the High Court on a question of law. 

Iij an a])pcal by an assessee under sootioii 33 to the 
Appellate Tribunal it is not open to the Tribunal to raise 
any ground which will work adversely to the appellant 
and X)ass an order which makes his position worse than 
what it was under the order appealed against, if the Depart¬ 
ment has not appealed from such order. The word 
“thereon” in the expression “may p/ass such orders thereon 
as it thinks fit” in section 33 means on the grounds raised 
in the appeal, and the words of the s^ection are not wide 
enough to include a piower to enhance an assessment 
without an appeal by the Commissioner 1. T. li, 2 ^ 4 ), 

( 3 ) High Court. When either the assessee or the 
Commissioner is aggrieved by the decision of the Appellate 
Tribunal, section 66 provides the remedy. Either of them 
may require the Tribunal to refer the case to the High 
Court of the concerned State ; bub he can do so only when 
a question of hw arises out of the decision of the Tribunal. 
The period of limitation for making an application to the 
Tribunal for this purpose is 60 days from the date of the 
service of the appellate order of the Tribunal upon the 
assessee or the Commissioner as the c-ase may be. The 
application is to be made in the presoribed form, and in 
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the case of an appUoabion by the asseseee it must be 
accompanied by a fee of Rs. 100. 

The Tribunal may dismiss the application or it may 
comply with the requisition, but the decision must be 
taken within 90 days of the receipt of the application. 
If the Tribunal does not agree to state a case to the High 
Court the assesseo may make an application to the High 
Court praying for a direction to the Tribunal to state a 
reference to the High Court. 

On receipt of the statement of the case from the 
Appellate Tribunal, the High Court shall have to hear 
the case and to decide the question of law raised thereby. 

The jurisdiction of the High Court in the matter of 
income-tax references is an advisory jurisdiction, and 
under the Act the decision of the Tribunal on facts is 
final, unless it can be successfully assailed on the ground 
that there was no evidence for the conclusions on facts 
recorded by the Tribunal. It is therefore the duty cf the 
High Court to start by looking at the facts found by the 
Tribunal and answer the questions of law on that footing. 
Any departure from this rule of law will convert the 
High Court into a fact finding authority, which it is not 
under the advisory jurisdiction. 

Although the High Court will nob disturb or go 
behind the finding of fact of the Tribunal, where it is 
competent for a Tribunal to make findings of fact which 
are excluded from review, the appeal Court h^^ alw-ays 
jurisdiction to intervene if it appears either that the 
Tribunal has misunderstood the statutory language— 
because the proper construction of the statutory language 
is a matter of law—or that the Tribunal has made a 


finding for which there is no evidence or which is incon¬ 
sistent with the evidence and contradictory of it ( 2 / 
/. T. R. 26J ). 

If there is no material to support the finding of fact 
or if the Tribunal applied a wrong principle of law in 
determining’a question of fact, the matter passes from the 
realm of fact into the realm pf law and the High Court 
has jurisdiction to interfere with the finding ( 2/ J. T. A. 


i/i )• 

(4) Supreme Court. Section 66A provides that an 
appeal shall lie to the Supreme Court from a judgment Of 
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the High Court delivered on a reference made under sec* 
tion if the High Court certifies that the case is a fit 
one for appeal to the Supreme Court. 

Revision by Commissioner. 

When the stake involved is small, it is hard for an 
assessee to go to the Appellate Tribunal in appeal against 
the order of the Appellate Assistant Commissioner, 
because he has to pay Ks. 100 for doing so. In order to 
remove this hardship, a cheaper remedy is given by 
section 33A which provides for a revision by the Commis¬ 
sioner. The Commissioner may exercise his revisional 
powers under this section either on his own motion or 
on the application of an assesses. 

Section 33A (1) deals with revision by the Commis¬ 
sioner on his own motion. He may call for the record 
of any proceeding in which an order has been passed by 
an authority subordinate to him (i. e., the Income-Tax 
Officer or the Appellate Assistant Commissioner), and 
after making such inquiry as he thinks fit, he may pass 
such order thereon ( not being an order prejudicial to the 
assesses ) as he thinks fit. He cannot, however, revise 
an order 

(a) if the order is appealable to the Appellate Assis¬ 
tant Commissioner or the Appellate Tribunal, 
and the time for appeal has not expired, or 
(i^) if it is pending adjudication before either of 
authorities, or 

(^) if it was made more than a ydar previously. 
Section 33A (2) deals with revision by the Commis¬ 
sioner on the application of an assesses. The application 
must be made within one year from the date of the order 
passed by an authority subordinate to the Commissioner 
and must be accompain^ by a fee of Es. 25. The Commis¬ 
sioner is empowered to condone delay in making an appli¬ 
cation for revision if he is satisfied that the assessee was 
prevented by sufficient cause from making the application 
within the period of one year. 

The Commissioner s power of revision is subject to 
the following conditions *.— 

(a) If the order is appealable to the Appellate 
Assistant Commissioner or the Appellate 
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Tribunal, the Commissioner cannot revise it 
until the time for appeal has expired. But in 
the case of an appeal to the Appellate Tribunal, 
if the assessee waives his right of appeal, the 
Commissioner may revise the order even before 
the expiry of the time for appeal. 

(if) If an appeal has been made against the order to 
the Appellate Assistant Commissioner, the 
Commissioner cannot exercise his revisional 
power while the appeal is pending, but he can 
do so after the appeal has been disposed of. 

(tr) If an appeal has boon made against the order to 
the Appellate Tribunal, the Commissioner’s 
revisional jurisdiction disappears. It cannot be 
exercised at all while the appeal is pending or 
even after it has been disposed of. However, 
when an appeal is dismissed as time-barred by 
the Appellate Tribunal, the Commissioner can 
exercise his revisional jurisdiction. 

On receipt of the application, the Commissioner may 
call for the record of the ])roceedings in which such order 
was passed, and on receipt of the record be may make 
such enquiry and may pass such order (not being an 
order prejudicial to the assessee) as he thinks fit. The 
Commissioner is not bound to give a hearing to the 
assessee, but in important cases the assessee is usually 
heard before an order is passed by the Commissiorfer. 

The assessee, may apply to the Commissioner for 
revision of the order of the Income-Tax Offic^er or of that 
of the Appellate Assistant Commissioner. In either case 
the Commissioner’s order will be final. The assessee 
himself has to choose whether he should appeal against 
an order of the Income-Tax Officer or of the Appellate 
Assistant Commissioner or he should apply to the 
Commissioner for its revision. The second course is 
cheaper, bul* in practice it may not be so effective as an 
appeal. 

It will be noticed from above that under section 33A, 
the Commissioner cannot revise an order so as to make 
it prejudicial to the assessee. Therefore section 33B 
(enacted in 1948) provides that the Commissioner may 
call for and examine the record of any proceeding* and if 
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be considers that an order passed by the Income-Tax 
Officer (and not by the Appellate Assistant Commissioner) 
is erroneous in that it is prejudicial to the»interests of 
Kevenue, he may, after giving to the assessee an opport¬ 
unity of being heard and after making such inquiry as he 
deems necessary, pass such order thereon as the circum¬ 
stances of the case justify including an order enhancing 
the assessment. 

No order can be passed under this section to revise 
an order of reassessment made under section 84 nor after 
the expiry of two years from the date of the order. 

An assessee adversely affected by the Commissioner’s 
revisional order passed under this section may appeal to 
the Appellate Tribunal within 60 days from the date on 
which the order is communicated to him. 

The Commissioner’s power of revision under section 
83B arises whenever any order of the Income-Tax Officer 
is considered erroneous, whether erroneous in law or in 
fact, whether the facts were known or unknown at the 
time of the first assessment or partly knowm and partly 
unknown. The pow’er' would exist even if the facts have 
been wrongly interpreted and wrong conclusions drawn. 
The scope of section 88B covers the entire area of deficient 
assessment from whatever cause and from whatever cir¬ 
cumstances the deficiency might have arisen. It overlaps 
the field covered by section 84 and extends to such outside 
field left*uncovered by section 34. The combined powers 
under section 88B and section 34 ensure to the Depart¬ 
ment the levy of full tax in all circumstances, subject of 
course to the time limits mentioned therein. 

The following are the limitations on the Commis¬ 
sioner’s power of revision under section 33B :— 

(1) Whereas the power of revision conferred upon 
the Commissioner under section 33 A is against any 
order passed by any authority subordinate to him, the 
power of revision conferred upon the Commissioner under 
section 33 B is restricted to any oilder passed by the 
Income-Tax Officer. Section 33B does not confer upon 
the Commissioner the power to revise either the orders 
of the Appellate Assistant Commissioner or the Appellate 
Tribunal. 

Wlien an appeal is provided from a decision of a 
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court, and the appeal court after hearing the appeal 
passes an order, the order of the original court ceases 
to exist and is merged in the order of the appeal court, 
and although the appeal court may merely confirm the 
order of the trial court, the order that stands and is 
operatWe is not the order of the trial court but the order 
of the appeal court. Therefore the Commissioner of 
Income-T.-iX is not competent to pass an order under 
section 33 B enhancing an assessment in n. matter in 
which appeal was preferred against the order of the 
Income-Tax Officer and the said order was confirmed 
by the Appellate Assistant Commissioner of Income-Tax 
( 2 ^ /, T. R. 412 ). 

(2) Section 33 B docs nob give the power to the 
Commissioner to revise an order of the Income-Tax 
Officer when the assessce has appealed from that order. 
The object of enacting section 33 B was to confer a power 
upon the Commissioner in the interest of revenue to 
revise orders of the Income-Tax Officer which could not 
be revised under any circumstances if the asse-see did 


not appeal from those orders IJowever erroneous the 
order of the Income-Tax Officer may be, however pre¬ 
judicial to the revenue, the assessce by refusing to 
exercise his right ol‘ appeal could make that order con¬ 
clusive. In order to fill up this obvious lacuna, section 33B 
was enacted. Bub once the assessee has appealed, there 
is no difficulty whatsoever in the way of the Department 


in agitating any question before the Appellate Assistant 
Commissioner which in its opinion should be agitated 


and decided iu the interest of public revenue. It is 


only when no remedy is open to the Commissioner to 
revise the order of the Income-Tax Officer that this 


jurisdiction under section 33B arises j but when a legal 
remedy is given to him to get the orders of the Income- 
Tax Officer revised, he cannot requisition to his aid the 
power conferred upon him under section 33 B ( 1. T, R. 

420). 


Illustrations 


(i) Comment on the following :— 

(n) An assessee files an appeal to the Appellate Assistant Com- 
missioncr against the Income-Tax Officer's refusal to rectify ftti 
order under section 3 $. 
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(b) In respect of an assessee in default, the Income-Tax 
Officer passes an order “^Tssue penalty notice'^ on the ord;r sheet 
and a demand notice for 5% of the tax in arrears is accordingly 
issued to the assessee * 

(r) A notice under section 3^ (i) (b) is issued in September 
1955 to reopen an assessment for i949-ic5o. 

(<i) A notice under section 2a (2 far the year 1955-56 was 
issued on 15-3-56 but it could be served only on 10 4-1956. 

'll' The appeal will not be entertained by the Appellate 
Assistant Commissioner, because in the Indian Income-Tax Act there 
is no provision for an appeal to him against an order of an Income- 
Tax Officer refusing to rectify a mistake under section 35. The 
assessee can, however, approach the Commissioner for revision under 
section 33A (2). 

(b) It has been judicially held that there must be a specific 
order imposing the penalty and also expressing it in a definite sum. 
The Income Tax Officer’s action in passing an order “Issue oenalty 
notice” and the subsequent issue of a demand notice for 5% of the 
tax in arrears will not therefore be in order. 

{/•) Such a notice will not be valid, since more than 4 years 
have elapsed after the end of the assessment year i9-1'9-so. 

(r/) The mere issue of a notice under section 23 (2) before the 
close of the financial year is not sufficient The Income-Tax Officer 
should have also ensured that the notice was served upon the 
assessee before the close, of the fiiinncial year. As the notice has 
been served after 3tst March 956, it is invalid. Therefore action 
under section 34 will have to be taken in this case. 

(2' What are the revisional powers which a Commissioner of 
Income-Tax can exercise under sections 33A (i), a3A (2) and 33B, 
and under what conditions ? 

R viftion undf-r 33A (/). The Commissioner may, of 

his own ..motion, call for the records in which an order has been 
passed by a subordinate authority and, after making such inquiry 
as he deems fit, he can revise the order pacsed by the subordinate 
authority. 

The Commissioner cannot revise any order under this section 
if the order sought to be revised was made more 1 han one year 
previously or where the order is pending before the Appellate 
Assistant Commissioner or has been made the subject-matter of an 
appeal before the Appellate Tribunal. He cannot also revise any 
order in respect of which an appeal lies to the Appellate Assistant 
Commissioner or the Appellate Tribunal but the time within which 
that appeal may be hied has not expired. The Commissioner's 
revision order should not be prejudicial to tlj.e assessee, . 

RevU'’on under section 33A (2'. The Commissioner may, on 
application by the assessee. revrse any order passed by an authority 
subordinate to him, which term includes Appellate Assistant Com¬ 
missioners also. The application by the assessee should be filed 
within a year after the date of the order, though the Commissioner 
can waive the time-limit if he is satisfied that the del^y on the part 
of the assessee was due to sufficient cause. 
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The Commissioner cannot revise any ’order under this section 
if the order sought to be revised is pending before the Assistant 
Appellate Commissioner or has been made^the subject-matter of an 
appeal before the Appellate Tribunal. He cannot also revise any 
order in respect of which an appeal lies to the Appellate Assistant 
Commissioner or the Appellate Tribunal and the time within which 
that appeal may be filed has not expired or in respect of an appeal 
to the Appellate Tribunal if the assessee has not waived his right of 
appeal. The Commissioner's revision order should not be preju¬ 
dicial to the assessee. However aft order declining to interfere is 
not deemed to be an order prejudicial to the assessee. 

Rt’insion under aectitm 33 H. If the Commissioner, on exa¬ 
mining the records, considers that any order passed by the Income- 
Tax Officer is erroneous in so far as it is prejudicial to the interests 
of revenue, he miy, after giving the assessee an opportunity of being 
heard and making such inquiries as necessary, pass an order under 
this section enhancing or modifying the assessment, or cancelling 
the assessment and directing a fresh assessment to be made. 

The Commissioner's powers of revision under this section art 
subject to the following restrictions, namely : 

in) He cannot revise an order of reassessment made under 
section 34 , nor can he revise an order after the expiry of two years 
from the date of the order. 

(h) He can revise the orders of the Income-Tax Officers only, 
but not the orders of the Appellate Assistant Commissioner or the 
Appellate Tribunal. • 

(c) He cannot revise even the order of an Income-Tax Officer, 
if the assessee has appealed against that order. 

An assessee adversely affected by the Commissioner's revi- 
sional order passed under section 33 B may appeal to the Appellate 
Tribunal within 6o days from the date on which the order is 
communicated to him. 

( 3 i What are the periods of limitation, if any, prescribed in 
the following cases ? State also if the authority concerned can 
waive the time-limit, it there is sufficient cause in any case. 

(n) Application filed before the Appellate 'Tribunal under 
section 35 for the rectification of a mistake in its order, 
(ft) Application to an Income-Tax Officer under section ay for 
the re-opening of an assessment. 

(c) Appeal filed before the Appellate Tribunal agiinst an 
order of the Appellate Assistant Commissioner. 

{d) Revision petition filed before a Commissioner of Income- 
Tax under section 33 A (a) for the cancellation of a 
penalty. 

fe) Appeal to tHe Appellate Assistant Commissioner against 
an order of the Income*Tax Officer under section a6A. 

The Appellate Tribunal can rectify a mistake in its order- 
if the application is filed within fotir ymr't from the date of the 
Appellat? Tribunal's order. The Appellate Tribunal cannot waive 
the time-limit even if there is sufficient cause for not filing the 
application in time. 
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(ft) An application to the Income-Tax Officer unier section 
37 for re-opening an assessment must be made within one month 
from the date of service of the demand notice. The Income-Tax 
Officer has no power to waive the time-limit. 

(c) The assessee can file an appeal to the Appellate Tribunal 
against an order of the Appellate Assistant Commissioner within 
€0 day^ of the date on which such order is communicated to him. 
The Appellate Tribunal can waive the time-limit if it is satisfied 
that there was sufficient cause for not filing the appeal within 
the period. 

(d) A revision petition before the Commissioner of Income- 
Tax for the cancellation of a penalty has to be filed within one year 
from the date of the order. The Commissioner can waive this time¬ 
limit if he is satisfied that there was sufficient cause for the 
asscssee^s not filing the petition in time. 

(e) An appeal to the Appellate Assistant Commissioner 
against an order of the Income-Tax Officer under section 26 A must 
be filed within 30 daye from the date of receipt of the order in 
question. The Appellate Assistant Commissioner can waive the 
time-limit if he is satisfied that the appellant had sufficient .cause 
for not presenting the appeal within the period. 



CHAPTER 16 

REFUNDS 

Refunds of tax are rocessitated generally by the 
system of “taxation at source'’ as in the case of dividends 
and “deduction at source” as in the case of salaries, 
interest on securities and certain other payments. In both 
these cases the average rate of tax, if any, appropriate to 
the total income or the total world income ( as the case 
may be ) of the recipient of the income is not known at 
the time the tax is assessed or deducted. 

Section 18 (9) makes it obligatory upon the person 
deducting income-tax or supertax to issue a certificate 
specifying the amount of the tax deducted from the 
income concerned and the rate at which it has been 
deducted, and similarly section 20 requires the principal 
officer of a company distributing dividends to issue to 
shareholders a certificate regarding income-tax payable 
by the company. These certificates are accepted by 
Income-Tax Officers as proof that tax has been paid. 
For purposes of refund, dividends are deemed to have 
been taxed at the maximum rate of income-tax -in force 
on the date on whic^i they were declared or made payable. 
In regard to dividends, the date of the meeting at which 
the dividend was declared is the most important date, 
unless the dividend is declared as payable on a specific 
date. In that event it is that specific date wdiich is 
material. The date when a dividend warrant is received 
or when it is cashed is immaterial. The same considera¬ 
tions apply to the certificate regarding the deduction of 
tax from interest on securities. In this case it is the date 
when the tax was ddduoted at source that matters. 

Section 48 provides that when the tax paid ( inolu- 
ding super-tax ) exceeds the amount properly chargeable, 
the owner of the income is entitled to a refund of the 
excess. 
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Under section 48, the right to the refund of excess 
tax is available only to persons who are liable to pay 
taxes and are governed by the provisions of the Indian 
Income-Tax Act, and as a State cannot be an assessee 
it is not entitled to the advantage of that section. In 
Mayurhbanj State hink v, C. I. T. ( 2p I. T. R. ), it was 
held that the State of Orissa, which claimed to be exempt 
from taxation under article 289 (1) of -the Constitution 
and thus could not be an assessee, was not entitled to 
refund of tax with respect to dividends on shares held by 
the Mayurbhanj State Bank ( entirely owned by the State 
of Oris'^a ) in other companies. 

The following are the cases in which a refund of tax 
may be claimed by an assessee ;— 

(1) When the tax is deducted at source from salary 

or interest on securities at a rate higher than 
the rate applicable to the total income of an 
assessee. 

(2) When an assessee derives income from dividends 

and the rate appropriate to his total income 
is less thap the maximum rate at which the 
dividends suffer tax. 

(3) When relief for double income-tax payment is 

duo. 

(4) When income-tax is deducted at the maximum 

rate from payments made to non-residents if 
they are actually chargeable at a lower rate 
of tax. 

(5) When the rectification of a mistake in the assess¬ 

ment under section 35 has the effect of reducing 
the tax paid. 

(6) When an appeo-l against the assessment results 

in a reduction of tax which has already been 
paid. 

(7) When a business, profession or vocation ( which 

was charged to tax at any time under the 
Income-Tax Act of 1918*) is discontinued or 
succeeded by another person. 

Refund on Dividends. A company is chargeable to 
tax on its profits as a distinct legal entity, but under 
section 49 B the tax paid by a company on its profits 
distributed as dividends would be deemed to be paid by 
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€h 0 shareholder only if such dividend is includible in his total 
income. 

Explanation 3 to section 4 (1) provide? that a divi¬ 
dend paid by an Indian company outside India is deemed 
to be income arising in India to the extent to which it 
has been paid out of profits subjected to Indian income-tax. 
The words “by an Indian company” automatically exclude 
dividends declared by any other kind of company. Thus, 
dividends received by non-resident shareholders from 
non-resident public companies operating in India are 
exempt from Indian tax. 

In view of the limited scope of this explanation, 
dividends will be includible in the total income of an 
assessee only if he is a person ordinarily resident, or if he 
is not ordinarily resident, the amount of dividend is 
brought into or received in India. But in the case of a 
non-resident person the amount of the dividend will not 
be includible in his total income and he will not pay 
super-tax on it. The dividend will, however, be includible 
in his total world income but in doing so it would not be 
grossed up under section IG (-2). 

Thus non-residents w'ho claim refund on dividends 
of sterling companies operating in India will no longer be 
entitled to any refund of income-tax. But a person resident 
and ordinarily resident will be entitled to refund as such 
dividends would be includible in his total income. 
Similarly a person resident but not ordinarily’resident 
would also be entitkd to refund if the amount of dividend 
is brought into or received in India. 

Claims in respect of Dividends paid by a company 
assessed to agricultural Income-Tax. Under section 49 B 
(2), income-tax is deemed to include agricultural income- 
tax assessed on a company by any State Government, and 
where any shareholder proves that the company has been 
so assessed to agricultural income-tax, he is entitled to 
have the tai payable by him reduced by a sum equal to— 

(a) the appropriate agricultural income-tax reduced 

by the amount of refund, if any, allowed to 
him by the State Government, 

or, 

(b) the appropriate Indian income-tax on the amonnt 
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of dividend which has nofe been increased under 
section 16 (2) whichever is the less. 

Double Income-Tax Relief. In the case ^ of assessees, 
who have paid income-tax on the same income in India 
and in a foreign country, relief is provided for by refund 
of a portion of the tax so paid in each country in accor¬ 
dance with special agreements entered into with the 
foreign countries. 

Double income-tax relief agreements have been 
entered into by India with the following countries :— 
Kenya, Tanganyaka, Uganda, Zanzibar. Goldcoast, 
Nigeria, Sierra Leone, Gambia, Mauritius and Aden. 

If no such arrangement exists, the Indian income- 
tax authorities on proof being shown of the payment of 
tax in the foreign country on the same income will give 
a deduction of tax (calculated on the income doubly 
assessed at the Indian rate or the foreign rate of tax 
whichever is less) from the total income-tax payable by 
him in India. 

A refund application for this relief is to be made 
within the prescribed period, namely, within four years 
from the end of the assessment year in which the claim 
falls due. 

As regards U. K, and Ceylon, talks are in progress 
for arriving at a “double tax avoidance agreement” 
which would provide in certain circumstances for the 
abatement of tax in respect of income which is assessable 
both to Indian and U. K. (or Ceylon ) tax. This is 
intended to avoid the hardship follovving initial payment 
of full tax in both the countries and claiming a refund 
later on. Such an arrangement now exists between India 
and Pakistan. 

Refund Procedure. The application for refund 
should be in the prescribed form and it should be verified 
in the prescribed manner, and it should be accompanied 
by a return of total income and total world income of the 
applicant. All certificates and dividend warrants must 
accompany the application. The applicant should be in 
possession of the original certificates by competent autho¬ 
rities showing the amount of tax deducted at source in 
order to est^lish the refund claimed. He should also 
produce dividend certificates in original duly discharged 
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to determine the amount of tax treated to have been paid 
thereon. Ordin.arily these certificates -wiil be accepted as 
good proof, but in special circumstances the Income-Tax 
Officer may have to verify them as he is personally respon¬ 
sible to Government for making good any loss caused by 
refunds made which are not due. 

If the applicant is a resident, the application should 
be made to the Income-Tax Officer who has jurisdiction 
over him. If the applicant is a non-resident, the applioar 
tion should be made to fa) the Income-Tax Officer 
appointed by the Central Board of Eevenue or (b) the 
Income-Tax Officer, Non-residents Refund Circle, Bombay, 
if the taxable income of the applicant is made up of income 
wholly taxed at source or dividends or both. 

The application may be made in person or presented 
through a duly authorised agent. It may as well be sent 
by registered post. 

Any false application for refund is punishable, on 
conviction before a magistrate, with simple imprisonment 
up to six months or with fine up to Rs. 1,000 or with both, 

Who can apply for refund ? Any person who finds 
that the amount of tax paid by him or on his behalf in 
any year exceeds the amount with which he is properly 
chargeable under the Act for that year, he can claim refund. 

A minor child whose income is assessed and clubbed 
with that of his father is not entitled to any refund in 
respect of that incorae. Ho can, however, claim refund 
arising out of an’Sr income not so included in the income- 
of his father. In such circumstances it is the father or 
the legal guardian who can claim the refund. 

A wife whose income has been assessed along with 
that of her husband is not entitled to any refund in respect 
of that income. However, in respect of the income not so 
included, she can claim refund. 

When the income of one person is included in the 
total inooiile of spy other person, such other person can 
claim refund pertaining to that income. 

Refund due to a deceased person can be claimed by 
his legal heir, executor or administrator. 

If a person or a company through incapacity, insol¬ 
vency, liquidation or some other cause is unable to claim 
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refund, his trustee or receiver or the company’s liquidator 
can make the claim for refund. 

An agent of a non-resident appointed by the Income- 
Tax Officer under section 43 can claim refund on behalf 
of the non-resident only if he is specially empowered by 
the non-resident to do so. 

An ex partner of an unregistered firm is not entitled 
to apply for refund on behalf of the firm, unless he obtains 
a letter of authority from all the ex-partners of the firm. 

Period of Limitation Under section 48 (2), the 
Appellate Assistant Commissioner and the Appellate 
Tribunal have the power when exercising their appellate 
functions, to order the Income-Tax Officer to make a 
refund of any amount found to have been wrongly paid 
or paid in excess by or on behalf of the assessee. If the 
amount of an assessment is reduced as a result of refer¬ 
ence to the High Court, the amount overpaid would be 
refundable to the assessee under the proviso to section 65 
(7). In such cases no application is necessary for claim¬ 
ing refund, and hence no question of limitation arises. 

Where an excess payment of tax has been made 
on any income, an application for refund becomes neces¬ 
sary, and section 60 provides that such an application 
must be made within four years from the end of the 
assessment year in which such income was chargeable 
to tax. For example, income arising in the year 
1962-53, from which tax has been deducted at source, 
will be assessable in the assessment year 1953-54, and 
the refund in respect of such deduction" at source can be 
claimed at any time before the close of the year 1967-58 
(31-3-1958). 

If the claim relates to relief in respect of a business, 
profession or vocation charged to tax under the Act of 
1918 on its discontinuance or on succession thereto by 
some other person, it should be made within one year 
from the date of discontinuance or succession. Such 
refunds are not governed by the limita-tion period of four 
years. It is one year from the date of discontinuance or 
succession and not one year from the last date of the 
assessment year. If a business charged to tax under the 
Act of 1918 was discontinued on Ist October 1966,* the 
claim should be made upto 80th September 1957. 
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Onus of Proof. The onus of proving the claim to 
refund lies on the applicant. He hae to prove that the 
amount of tax paid by him or on his behalf exceeds the 
tax with which he is properly chargeable. In the case of 
a resident, he should know precisely his total income 
and the relief and rebates that he is entitled to, in order to 
work out the amount with which he is properly chargeable. 
In the case of a non-resident, he should know his total 
income as well as his total world income to work out the 
amount with which he is properly chargeable. 

Mode of Refunding. Ordinarily an application for 
refund is disposed of within three months from the date 
of filing the claim. If the disposal of the claim is delayed, 
the matter should be referred to the Income-Tax Officer 
or the Inspecting Assistant Commissioner. 

If the applicant is a resident in India, the amount 
of refund due to him is ordinarily given by issuing a 
refund due voucher on the Eeserve Bank or State Bank 
or any Treasury or Sub-Treasury. If the applicant is a 
resident and the amount of refund i^ small so that it may 
conveniently be paid by money order, it will be made in 
that form without any cost to the refundee. 

In the case of a non-resident the amount of refund 
is remitted to him by bank draft or money order at his 
cost, unless he appoints an agerit duly authorised to receive 
the payment. 

The amount of •refund, instead of being paid, may 
be set off against any tax remaining payable. 

Exemption Certificate. The necessity of making 
a claim for the refund of tax on interest on securities 
(and also in respect of the tax on salaries, other interest 
and other sums paid to non-residents) can in many cases 
be avoided by obtaining a certificate from the Income-Tax 
Officer to the pffoot that the total income or total world 
income of the* recipi^t is not liable to tax or is liable only 
at a rate less than the maximum* rate. 

In order to obtain an exemption certificate, an applica¬ 
tion should be made to the Income-tax Officer with the 
return of total income. 
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Appeal. An appeal lies against an order refusing 
refund or reducing it, to the Appellate Assistant Oommis-' 
sioner in the first instance and to the Appellate Tribunal' 
thereafter if the claimant is dissatisfied with tlie order of. 
the Appellate Assistant Commissioner. 

As an alternative to appeal, a person claiming a 
refund may apply to the Commissioner for revision. The 
time limit for such application is one year from the diata 
of the order against which the application is made.. 



CHAPTER 17 

ASSESSMENF OF INDIVIDUALS 

The term “individual’’ mean^j not only a human 
being. It is wide enough to include a group of persons 
forming a unit. It has been held that a corporation created 
by a statute (e. g., a university or a bar council) is also 
included in the term individual. An individual may be a 
man, a woman, a minor or a person of unsound mind. 

An individual is assessed bo inooms-bax and super¬ 
tax at a graded scale of rates according to the amount of 
his total inoeme. An individual is taxed separately, though 
he may happen to be in any of the other units subject bo 
tax. An individual’s tax liability in such oircumsbanoes 
is as follows : - 

n) A< a member of a Hindu undivided family —Any 
sum received by an individual in his or her capacity as a 
member of a Hindu undivided family out of the income of 
the family is exempt from tax, even though the family may 
nob have paid any tax on its income. 

Where the income of a member of a Hindu undivid¬ 
ed family consists of his own personal earnings, such 
income is taxed in histiands as an individual. 

The son of a Hindu does nob acquire by birth any 
interest in his father’s self-acquired property. In respect 
of the income of such property, the father is to be assessed 
as an individual. 

According to Dayabhaga Law, the son does not 
acquire by birth any interest in ancestral property. His 
rights arise for the first time on his father’s death. In the 
father’s lifetime, therefore, the income from ancestral 
property is to be assessed as the ipcome of an individual, 
unless the father himself is a member of a coparcenary 
( i. e., the father himself inherited the ancestral'property ’ 
along with a' brother ). 


307 



3:8 


INCOME-TAX 


The income of a sole surviving male member of a 
Hindu undivided family governed by Mitakshara Law is 
to be assessed as his personal income if he has no son. 
The exisence of a wife and daughter does not alter the 
position, as the wife and daughters have no right to share 
in ancestral property. Similarly, where a female is the 
sole owner of property which has devolved on her upon 
her husband’s death, the income from the property is 
assessable in her hands as an individual. 

The holder of an impartible estate is also assessed 
as an individual in respect of the income of the estate. 
The assessment of Hindu undivided families is dealt with 
in the next chapter. 

(2) As member of an unregistered firm. A partner 
in an unregistered firm is not liable to tax in respect of 
his share of profits of the firm, if the firm itself has been 
taxed, but such share is included in his total income for 
rate purposes. If the firm has not been assessed by 
xeason of its total income being below the taxable limit, 
each partner’s share of profits will be taxed in his hands. 

(3) As member of a registered firm. A registered firm 
itself has to pay income-tax on its total income when that 
total income exceeds Rs. 40,003. Still a partner of such 
a firm will be assessed on his share of the firm’s income 
along with his other income. He is, however, entitled to 
get (a) a rebate of income-tax on the amount of his share 
of the income-tax paid by the firm and (b) a rebate of 
super-tax on the amount of his share of the proportionate 
income-tax paid by the firm on its income from sources 
other than business, 

(4) As member of an association of persons. The posi¬ 
tion of a member of an association of persons is the same 
as that of a member of an unregistered firm. 

(5) As shareholder in a company. A company is 
chargeable to tax on its profits as a distinct taxable unit, 
and it pays the tax in discharge of its own liability and 
not on behalf of or as agent for its shareholders. How¬ 
ever, when a dividend' is paid to a shareholder by a 
company out of income which is assessed to tax, the 
income tax ( but not super tax ) in respect of such dividend 
is deemed to have been paid on behalf of the shareholder. 

The dividend actually received by a shareholder 
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Dftusfe be grossed up by adding thereto the amount of 
income-tax deemed to have been paid on his behalf by 
the company. It is the gross amount of dividend which 
should be included in his total income. 

Earned income allowance. An individual is entitled 
to earned income relief in respect of all his earned income 
included in the total income. 

A registered "firm, though it pays income-tax on its 
total income, is not given any earned income allowance } 
but earned income allowance is granted to its partners 
if they are actively engaged in the conduct of the business 
of the firm. 

An unregistered firm is entitled to earned income 
relief on the amount of , earned income included in its 
total income. But if an unregistered firm is not assessable 
owing to its total income being below the taxable limit, 
the appropriate earned income allowance in respect of a 
partner’s share of profits of the firm is admissible to him 
if he is actively engaged in the conduct of the business 
of the unregistered firm. 

Where an individual is a partner in a firm ( either 
a registered firm or an unregistered fi/m which has not 
been taxed ) and the vrife and/or minor child of such 
individual are also partners in that firm, then the share 
of his wife or minor child is included in his total income 
under section 16 (3) (ah In such a case the •earned 
income relief is admissible on his own share of profits if 
he is actively engaged in the business of the firm and also 
on the share of his wife or minor child if the wife or the 
minor child is actively engaged in the business of the firm. 

The quantum of earned income relief is explained in 
a subsequent chapter dealing with computation of tax. 

Provisions of section 16. The following provisions, 
designed to prevent evasion of tax, are contained in 
section 16 

(1) It a person makes a settlement of income upon 
another and the assets whose income is so settled remain 
the property of the settlor, then such income is deemed, 
to be the income of the settlor and is included in his total 
income. 
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(2) If a person makes a revocable transfer of 
assets to another, then the income of such assets is 
deemed to be the income of the settlor and ig included in 
his total income. 

There is, however, one exception to these two rules, 
namely, income arising by virtue of any settlement of 
income or assets, which is not revocable for a period 
exceeding six years or during the lifetime of the tenefi- 
ciary and from which income the settlor derives no direct 
or indirect benefit, is not deemed to be the income of the 
settlor. 

(3) When a transfer of assets has been made, and 
that transfer has been made irrevocable, the income derived 
from such assets will be the income of the transferee, 
except when such a transfer has been made to the transferor's 
wife or minor child, 

(4) The income of an individual’s wife arising from 
the following sources is to be included in his total income *. 

(/) From her membership in a firm of which the 
husband is a partner, or 

(it) From assets' transferred directly or indirectly 
to her by the husband except (a) where the 
transfer■ is for adequate consideration and (b) 
where it is in connection with an agreement to 
live a part. 

((i) The income of an individual’s minor child 
arising from the following sources is to be included in the 
individual’s total income :— 

(/) From his or her admission to the benefits of 
partnership in a firm of which the individual 
is a partner, or 

(/V) From assets transferred directly or indirectly to 
the minor child except (a) where the transfer 
is for adequate consideration and (b) where the 
minor is a married daughter. 

(6) If an individual makes a transfer of assets, other¬ 
wise than for adequate consideration, to another person or 
an association of persons for the benefit of his (transferor’s) 
wife or minor child or both, then the income from such 
assets is deemed to be the income of the individual and 
ehould be included in that individual’s total income. 
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ti) The following arc the particulars of the income o! an 
individual for the year ended 3 ist March 1957 

(a) His salary was Rs. 75 o per month and his travelling 
allowance bills for the year amounted to Rs. 1,660, the 
actual expenditure incurred by him in travelling being 
Rs. i,i 4 o. 

1(6) He contributed one anna in the rupee to a provident 
fund governed by the Pxovident Funds Act of i 9 a 5 , his 
employer contributing an equal amount. Interest on 
his provident fund account for the year amounted to 
Rs, 580. 

(-c) He owns two houses, one of which is let at Rs. i 4 o per 
month and the other (whose annual value is Rs. 850 is 
occupied by him for his own residence. He pays 
Rs. 150 per year as ground rent and insurance charges 
in respect of the first house and Rs. 310 per year in 
respect of the second. The two houses are subject to 
local taxes of Rs. 4 oo and Rs. 150 per year respectively. 
Id) He received Rs. 250 interest from tax-free government 
securities and Rs. 480 (gross) as dividend. 

He is insured and pays annual premium of Rs. 2,350 on his 
life policies of Rs. 25,000. ^ 

Ascertain his total income and exempted income for the 


assessment year 1957-5^- 



Rs. 

I. 

Salary 

• • « 


9,000 

a. 

Interest on tax free securities 

• • • 


250 

3 . 

Income from Property ; 





Rent of house let 

• • • 

1,680 



Less One-half of local taxes 

• •« 

200 



Annual value of^house let 
Value of house occupied 

850 

i, 48 o 



Less One-half of local taxes 

75 





775 




Less One-half thereof 

387 

388 



Annual value of both houses 


1,868 



Less One-sixth for repairs 

3 ii 



Ground rent and 





insurance 

360 

671 

1,197 

4 . 

Income from other sources .* 





Dividend (gross) 


^80 



Excess Travelling Allowance 


520 

1,000 



Total Income 

11,447 
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Exempted Income : 

1. Provident Fund Contribution 552 

2. Life Insurance premium (provident fund contri¬ 

bution and insurance promium together not^ 

to exceed one-fourth of total income or 

Rs 8,000 whichever is less 2,299 

3. Tax-free interest on securities 250 


3,111 

(2) The details of the income of an individual (2 resident 
ordinarily resident for'the year ended 3 ist March 1957 are given 
below, and you are asked to compute his total income and exempted 
income for the assessment year i 957-58 :— 

(а) Salary of Rs, 3 oa per month for the first six months of the 

year, 10% of which he contributed to an unrecognised 
provident fund maintained by his employer, 

(б) On the ist October 1956 he was retrenched, and on that 

date he received from his provident fund Rs. 9,500 (which 
included Rs 6,500 for his own contributions and interest 
thereon). In addition, he was paid Rs. 5,000 by way of 
compensation for the loss of employment. 

(c) From ist December 1956 he secured another job on Rs. 

25 o per month. 

(d) He received during the year (i Rs. 6,000 on account of 

an endowment life insurance policy, (ii) Rs. 1,920 as 
dividend (gross) from a Bombay cotton mill company, 
(iii) Rs. 100 as interest from his post office savings 
bank account, (iv) Rs. 500 as director's fces,*(v) Rs 2,000 
as bis share from the income of a Hindu undivided 
family, (vi) Rs 350 as rent from agricultural land in 
« Agra district and Rs. 1,000 as rent from agricultural 
land in Nepal. 

(e) Rs. 5 , 4 oo being one-third share oFprofits from an unregis¬ 

tered firm. 

if) £ as interest from sterling securities, one-half of which 

was received in Bombay and the balance was reinvested 
in London. 

ig) In May 1956 he started the construction of a residential 

house which was completed in January 1957. It cost 
Rs. 25,000, two-thirds of which was borrowed at 6% per 
annum. The municipal valuation of the house has 
been assessed at Rs. 200. 

He paid Rs. 5 ooo as premium on hisdife policies. 

Rs. 

X. Salary (including Rs. 3 000 provident fund money 

and Rs 5,000 compensation) xo,8oo 

3 . Profits from unregistered firm 5i400 

Other sources: 

Dividends gross 1,920 
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Director's fees 5 oo 

Remitted sterling income at i/6 2,500 

Remitted Nepal income 1,000 

Unremitted sterling income in excess 
of Rs. 4,500 Nil 


Total income 
Exempted income : 

1. Profits from unregistered firm 54oo 

2. Life insurance premium limited to 

one fifth of total income 5 ,ooo 

10,400 


The income of the newly built house is exempt from tax for 
two years from January 1957. 

Rent received from agricultural land in Nepal is not agricul¬ 
tural income, because the land does not pay land revenue in India. 

(3) An American came out to Bombay for the first time on 
1st January 195? to take up the post of chemist in a large chemical* 
works under a five-year agreement and on a monthly salary of 
Rs. 6,000. His other income for the year ended 3 ist March 195? 
was as follows 

(n) Six months^ interest on Rs. 25,000 3% Indian government 
securities. 

(fi) Dividends from Indian companies Rs. 6,850 (gross). 

(c) Rs. 250 as director's fees from a Bombay company. 

(d) Rs. 50,000 agricultural income in America, half of 

which was remitted to him in Bombay in March i 957 . 

He is insured for 5 000 dollars with an American iiisurance 


company and he paid in New York 500 dollars as premium. 


Compute his tax liability for the assessment year 1957-58. 

1. 

Salary 

18,000 

2. 

Interest on securities 

375. 

3 . 

Dividends (gross) 

6,850 


Director's fees 

250 


Remitted foreign income 

25,000 


Total Income 

5o,475 




22,120 


The assessee is a resident not ordinarily resident in India for 
the previous year 1956-57, His earned income consists of salary 
and director's,fees. The American agricultural income cannot be 
taken as earned income when he is employed in India. 

He will pay income-tax on Rs.,2i,625 at i 956-57 rates and on 
Rs. 25 a 5 o at i 957-58 rates, but will get credit for incomc-tax^ 
deducted or collected at source from salary, interest on securities 
and dividends. 

He will pay super-tax on the full amount of his total income^ 
namely, Rs. 50,475, at the 1957-58 rates. 
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a person who is in default as regards supplying information’. 
The Income-Tax Officer must nob act dishonestly or 
vindictively or capriciously because he has to exercise 
judgment in the matter, He must make, what he honestly 
believes to be a fair estimate of the proper figure of assess¬ 
ment, and for this purpose he may take into consideration 
local knowledge and repute of the assessee’s circumstances 
and his knowledge of previous returns by and assessments 
of the assesses and all other matters which he thinks will, 
assist him in arriving at a fair and proper estimate ; and 
though there must necessarily be guess work in the matter, 
it must be honest guess work. 

In making an ex-parte assessment, the Income-Tax 
Officer, though not bound by strict judicial principles, 
should bo guided by rules of justice, equity and good 
conscience. The assessment should be reasonable and 
should not proceed purely on the officer’s private opinion 
to the exclusion of the material before him. 

Consequences oj ex.parte assessment. The consequencea 
of an ex-parte assessment are that the assessee is liable to a 
penalty under section 28 (1) (al or (b) as the case may be 
or to a fine on conviction before a magistrate under 
section 51 (c) or (dh In case the assessee is a registered 
firm, the Income-Tax Officer may refuse to register it or 
may cancel its registration if it is already registered, 
provided the registration of a firm shall not be cancelled 
until 14 days have elapsed from the issue of a notice by 
the Income Tax Officer to the firm intimating his intention 
to cancel its registration. 

Ijegal remedies ^open to assessee. In the first place thft 
assessee may take steps to get the ex-parte assessment set 
aside. For this purpose he has to submit an application 
to the Income-Tax Officer under section 27. If the Income- 
Tax Officer refuses to cancel the assessment, the assessee 
may prefer an appeal to the Appellate Assistant Oommii- 
ssioner against the order of the Income Tax Officer under 
section 27. If^ the appeal is not allowed, the assessee can 
file a second 'appeaU against the order of the Appellate 
Assistant Commissioner before* the Appellate Tribunal 
If he is unsuccessful before the Appellate Tribunal also, 
there is no other remedy open to him unless he can sho^ 
that some question of law arises from , the order of 
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Tribunal which is not ordinarily possible. If a question 
of law does arise, he can request the Tribunal under 
section 66 (1) to state the case to the High Court on that 
question of law. If the Tribunal refuses to state the case, 
the High Court can be approached under section 66 (2) 
for requiring the Appellate Tribunal to state the case and 
refer it to the High Court. If the decision of the High 
Court <jn the question of law referred to it is against the 
assesses, he can submit an appeal to the Supreme Court 
if the High Court certifies the case to be fit one for appeal 
to the Supreme Court. If the High Court does not so 
certify, the assesses can go before the Supreme Court for 
special leave to appeal. 

Secondly, the assessee may take steps to get the ex- 
parte assessment modified. For this purpose he has to 
file an appeal liefore the Appellate Assistant Commissioner 
against the quantum of the assessment. If the required 
relief is not given by the Appellate Assistant Commissioner, 
the assessee can file a second appeal before the Appellate 
Tribunal against the judgment of the Appellate Assistant 
•Commissioner. If the assessee is unsuccessful before the 
Appellate Tribunal also, the procedure for getting the 
required relief is the same as in connection with the 
cancellation of the nssessment. 

Alternatively, the assessee may, if he so chooses, 
approach the Commissioner of Income-Tax under section 
33A (^5) for cancellation of the order passed by the Income- 
Tax Officer under section 27 and/or ior the modification 
of the assessment. He can also file revision applications 
under section 33A (2) before the Commissioner against 
the order passed by the Appellate Assistant Commissioner 
in case he had preferred appeals against the orders of the 
Income-Tax Officer under sections ^23 (4) and 27 and been 
unsuccessful. Ilevision lies to lihe Commissioner of 
Income-Tax only in respect of orders passed by authorities 
subordinate to him. For this purpose, the Income-Tax 
•Officer and the Appellate Assistant Commissioner are 
subordinate to the Commissioner. In case the assessee is 
not successful in getting the relief sought for by him from 
the Commissioner, no further legal remedy is available to 
%im unless he can make out a case for the issue of 
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directions in the nature of orders or writs by the High 
Court under Article 226 of the Constitution. 

Notice of Demand. 

Under section 29, on the completion of an assess¬ 
ment, the Income-Tax Officer serves upon the asoessee 
a notice specifying the amount payable and the date by 
which the payment is to be made, and this notice of 
demand is accompanied by a copy of the assessment order. 

An assGssee may be unable to make any payment for 
various reasons. He may have no ready cash. If he 
satisfies the Income-Tax Officer or the Inspecting Assistant 
Commissioner, and in suitable cases, the Commissioner, 
he can be allowed to pay in instalments, so that he may 
get over his difficult cash position. 

Recovery Proceedings. Any amount specified as 
payable in a notice of demand under section 23A (3) or 
under section 29 or in an order under section 31 or 
section 33 shall be paid within the time, at the place and 
to the person mentioned in the notice or order, or, if a 
time is not mentioned, then on or before the Ist day of 
the second month following the date of service of the 
notice or order. An assessee failing so to pay is deemed 
to be in default, provided that when an assessee has 
presented an appeal under section 30, the Income-Tax 
Officer may, in his discretion, treat the assessdb as not 
being in default %s long as such appeal remains undis¬ 
posed of. 

According to section 46, if there is default in paying 
the tax within the time prescribed, the Income-Tax 
Officer is empowered to levy a penalty, and in case of 
continued default the penalty may be enhanced from time 
to time, but the total penalty should not exceed the amount 
of arrears. An appeal can be preferred from an order 
imposing a penalty under this section, provided the tax in, 
arrear has been paid. 

The direction which the Income-Tax Officer is 
empowered to give under this section must take the form' 
of an order, and the order must state the speoifio sum 
whioh the assessee has to pay by way of penalty. 

. 17 
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In casos where the ‘taxes are comparatively heavy 
ancl the assessee is in genuine difficulty regarding the 
payment of the entire sum on the due date,'the Income- 
Tax-Officer has the power to grant time for payment of 
the tax by way of postponing the collection to a convenient 
date or by permitting the payment by instalments. It is 
u^.ual in such cases to require the assessee to pay 3% p. a. 
interest on the amount in arrear. 

The mere fact that the assessee has appealed against 
the assessment will not operate to stay the tax. However 
in respect of an assessment where there is a genuine point 
of dispute between the department and the assessee, 
involving a substantial amount of tax, the assessee may 
approach the Income-Tax Officer with a request to stay the 
tax on the disputed amount but the grant of this request 
will be facilitated a great deal if the assessee pays the tax 
on the undisputed amount. 

Arrears of tax may be recovered in any of the follow¬ 
ing ways :— 

(1) The Income-Tax Officer may forward to the 
Collector a certificate specifying the amount of arrears 
due from an assessee, and the Collector on receipt of such 
certificate would proceed to recover from the assessee the 
arrears of tax as if they were arrears of land revenue. 
The Collector has the power of attachment and sale of the 
defaulter’s property. 

(2) The Income-Tax Officer may recover arrears of 
tax by any process enforceable for the^ recovery of local 
taxes, provided the Commissioner has directed him to 
do so. 

(3) Where the recovery of income-tax in any area 
has been entrusted to a State Government, the State 
Government may direct that income-tax shall be recovered 
along with local taxes by the same persons and in the 
same manner as local taxes are recovered. 

(4) Where the assessee is a salaried „ person, the 
Income-tax Officer may require the person paying the 
salary to deduct from such payment any arrears of tax 
due from the assessee. 

(5) The Income-Tax Officer may, at any time or 
from time to time, by a written notice, require any person 
from whom money is due or may become due to the 
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assBssee'or any person who holds or may subsequently 
hold money for the assessee, to pay to the Income-Tax 
Officer an amount out of the money due to the assessee 
sufficient to satisfy the claim of revenue. Any person 
making a payment in compliance with such a notice is 
deemed to have made the payment under the authority 
of the assessee, and the receipt of the Income-Tax Officer 
is a good discharge of the liability of such person to the 
assessee. 

This power was given to Income-Tax Officers in 
1948. The Income-Tax Officer has now the power direct¬ 
ly to attach all moneys due to a defaulting assessee with¬ 
out having to issue a certificate to the Collector. This 
provision enables the Income-Tax Officer to attach bank 
accounts. 

This power is intended to enable Income-Tax Officers 
to speed up collection of demands. The ordinary method 
of collection through the Collector was found in some 
cases to have resulted in available assets being dissipated 
before attachment. 

Eecovery proceedings under section 46 must be 
commenced within one year from the last day of the 
financial year in which the demand is made. But this 
period of year will be reckoned (a) in the case of an 
appeal, from the date on which the appeal is disposed of; 
(b) in the case of a stay order, from the date gn which 
the stay order is withdrawn by the Court; (c) if time 
has been granted •for payment, from the expiry of such 
time j and (d) if the assessee has been allowed to pay in 
instalments, from the date of the last instalment. The 
time limit of one year does not apply in the following 
oases j— 

(/) Where proceedings are taken under this section 
to recover the tax assessed on a non-resident 
iq cases falling under section 42 (1). In sudi 
cases the tax may be recovered from any 
assets of the non-resident which are in India 
or which may at any time come into India. 

(//) Where the assessment is on foreign inooioe 
arising in a country the laws of which prghiUt 
the remittance of money to India. In such 
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cases recovery proceedings may be taken after 
the prohibition is removed. 

The modes of recovery of tax provided in sectioh 
46 are not exhaustive. The section does not take away 
from the Government the right of enforcing payment by 
any other method open to it, e. g., by filing a suit against 
the defaulting assesses for the recovery of arrears of tax. 

Illustration 

When an asscssec is in default in the payment of tax, what 
steps would the Income-Tax Officer ordinarily take for the realisa¬ 
tion of the same ? If the defaulter assessee be 

(а) a private limited company 9 S% of whose shares arc held by 
one man and i% by his nominee ; 

(б) a man who has gone over to Pakistan, his assets in India 

being declared evacuee property ; 

(c) a Hindu undivided family which has disrupted ; 

(d) a firm which has been dissolved ; 

(g) a company which has been succeeded to in business by 
another company ; 

(f) one who has assets in Pakistan but none in India ; or 

(^) one who has assets in States other than that in which he 
is assessed ; 

what procedure should the Income-Tax Officer adopt for the rcali- 
station of the tax ? 

When an assessee is in default in the payment of tax, the 
Income-Tax Officer would ordinarily take the following steps, for 
the realisation of the same : 

1. He would impose a penalty under section 46 fi). The 
penalty may be imposed more than once but the total of the 
penalties t^o imposed should not exceed the amount of tax in arrear. 

a. If inspite of the penalty the tax is still unpaid, he should 
forward to the Collector a recovery ccrtificatei under section 46 (a), 
on receipt of which the Collector will realise the arrears of tax as if 
it was an arrear of land revenue. 

3. Simultaneously he may under section 46 ( 5 A) ask any 
person* who owes or may owe any money to the defaulter to pay 
that amount to the Income-Tax Officer on the money becoming due, 
and not to the defaulter. 

4. If the defaulter be a salaried employee, the Income-Tax 
Officer may, under section 46 ( 5 ), ask the employer to deduct the 
arrears of tax from the next payment of salary to the^ defaulter and 

pay it to the treasury. ./. • l j t. , 

5 If the necessary notification has been issued by the 

Commissioner of Income-Tax, tfeie arrears of tax may be realised by 
a sale process which is used for the realisation of an arrear of muni¬ 
cipal or local taxes. • j j ^ i_ j j 

In the circumstances mentioned the procedure to be adopted 

would be as follows 
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(a) All the above processes as may suit the requirements of 
the case may be adopted against the company. 

(.6) The Income-Tax Officer should register his claim with the 
Custodian of Evacuee Property. 

(c) Proceedings for recovery will be taken against all the 
separated members in the same way as against the Hindu undivided 
family if it had not disrupted 

(d) The tax may be realised from the persons who were part¬ 
ners during the previous year to which the tax relates. 

(«) Proceedings for the realisation of tax may be taken against 
the successor company for the tax pertaining to the year of succes¬ 
sion and the year immediately preceding that. If the arrears relate 
to the period prior to the years mentioned above the whole tax is 
to be realised from the succeeded company and not from the 
successor company. 

if) The certificate under section 46 (a) should be forwarded 
through the Central Board of Revenue to the Collector in Pakistan 
in whose district the assets are situated. 

(g) The certificate under section 46 (a) should be forwarded to 
the Collector with the request that it may be passed on to the 
Collector of the district in which the assets are situated. 

Tax-Ckarance Certificates. In order to secure that 
payment of tax is not evaded by any person liable under 
the Indian Income-Tax Act, leaving the territory of India 
without settling his tax dues, section 46A provides that 
no person shall be permitted to leave India either by land, 
air or sea unless he obtains a tax-clearance certificate or 
an exemption certificate from any one of the Income-Tax 
Officers ( Foreign Section ) who may bo appointed from 
time to time. , 

Persons of Indian domicile and any other persons 
who are already assessed should make the application iri 
the prescribed form to the Income-Tax Officer within 
whose jurisdiction they reside or by whom they are 
assessed. This Income-Tax Officer will give an authoris¬ 
ation form which can be exchanged for a clearance certificate 
or an exemption certificate from the Income-Tax Officer 
(Foreign Section). Those who are of non-Indian domicile 
not already assessed in India should apply directly to one 
of the Inedme-Taf Officers ( Foreign Section) in the 
]^resoribed form. 

The clearance certificate states either that the person 
concerned has no tax liability or that satisfactory arrange^ 
fiients have been made for the payment of all taxes 
able by that person. If the Inoome*Tax Officer is satisfied 
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that such person intends to return to India, he may issue 
an exemption certificate. 

It is the responsibility of steamship apd airline 
companies to satisfy themselves that their passengers are 
in possession of tax-clearance or exemption certificates. 
If they fail to check up this and allow any person to travel 
without such certificates, they will be held liable to pay 
the tax payable by the passenger. 

Certain persons have been exempted from producing 
tax-clearance or exemption certificates. 

Rectification of Mistake. 

Under section 35, the Appellate Tribunal, the Com¬ 
missioner, the Appellate Assistant Commissioner and the 
Income-Tax Officer (either on their own motion or on an 
application by the assessee) may rectify any mistake 
apparent from the records. A clerical or arithmetical 
mistake would amount to a mistake apparent from the 
records. This section does not enable the income-tax 
authorities to revise or review an order or the assessee to 
introduce any new fact in connection with the assessment. 

The Income-Tax Officer may rectify any mistake 
apparent from the record of any assessment or refund 
proceedings, and the Commissioner may rectify any mistake 
apparent on the face of an order passed in revision under 
section 33A but not that under section 33B. 

The period of limitation for the rectification of mis¬ 
takes is four years from the date of the order of assessment 
or refund or the order in appeal or revision as the case 
may be, subject to the following provisions :— 

(a) Where the partners’ shares of profit or loss in 
a firm are modified on the completion of any assessment 
or re assessment of the firm or on the result of any revision 
or appeal in the firm's case, the period of four years 
will count from the d'ate of the final order in the case of 
the firm. 

(h) Where excess profits tax or business profits tax 
assessment is modified on appeal, revision or otherwise o? 
where excess profits tax or business profits tax is assessed 
after the completion of the corresponding income-tax 
assessment, the reoomputation of the total income for 
purposes of income-tax will be treated as the reotifioatiou 
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of a mistake and the period of four years will count from 
the date of the order making or modifying the excess 
profits tax or business profits tax assessment. 

{c) Where the assessment of a company, in whose 
case an order under section 23A has been made, is modi¬ 
fied in appeal, revision or any other proceeding or the 
order under section ^3A is cancelled or varied, and in 
consequence thereof it is necessary to recompute the total 
income of the shareholders, such recomputation will be 
treated as the rectification of a mistake and the period 
of four years will count from the date of the final order 
passed in the case of the company. 

(d) Section 35 (8) empowers the Income-Tax Officer 
to make assessments on partners and shareholders conse¬ 
quent on the assessment of a firm or a company under 
section 34, The computation or recomputation of the 
total income of the assessee is deemed to be a rectification 
of mistake apparent from the record, and the period of 
four years is computed from the date of the final order 
passed in the case of the firm or company. 

(ff) Under section 35 (9), if an Income-Tax Officer 
finds that a company has not paid the tax on its profits 
out of which a dividend has been declared and the share¬ 
holders were given credit for the tax deemed to have been 
paid by the company, he can reopen the assessment of 
shareholders, as if it is a mistake apparent from the 
records, and recover the credit given to the shareholders 
to the extent the tax has not been paid by the company. 

(/) Section 35 (10) empowers the Income-Tax 
Officer to withdraw the rebate given to a company in 
respect of its undistributed profits under the Finance Acts 
of 1948 to 1955, in the year in which the undistributed 
profits are subsequently distributed. 

If the rectification of mistake reduces the assessment, 
a refund of any excess tax paid must be made to the 
assessee ; but when an assessment is enhanced or refund 
reduced by the redtifioation, the assessee will be served 
with a notice of demand. Before making an order of 
rectification which enhances the assessment or reduces 
the refund, the assessee must be given an opportunity ol 
being heard. 
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It may be pointed out that section 36 is now more a 
reassessment section than a section for the rectification of 
mistakes apparent from the records. This section is not 
appealable. 

Cancellation of Assessment. 

In certain circumstances the Income-Tax Officer has 
to make a best judgment assessment against an assesses. 
Section 27 enables the assesses to apply to the Income- 
Tax Officer to cancel the best judgment assessment and 
to make a fresh assessment, but the cancellation can only 
be on any of the following grounds :— 

{a) That the assesses was prevented by sufficient 
cause from making the return required by 
section 22, or 

[b) That he did not receive the notice issued under 

section 22 (4) or section 23 (2), or 

(c) That he had not a reasonable opportunity to 

comply, or was prevented by sufficient cause 
from complying, with the terms of the notice 
issued under section 22 (4) or section 23 (2). 

It is for the assesses to show cause and for the 
Income-Tax Officer to be satisfied that the cause shown 
is a sufficient one. If the Income-Tax Officer is so satis¬ 
fied, he must cancel the assessment. 

The application for the cancellation of assessment 
must be made within one month fron the date of service 
of the notice of demand. 

An assessee can appeal under section 30 against a 
best judgment assessment only on the ground of the 
amount of income assessed and not on the ground that 
the best judgment assessment is invalid because he was 
prevented by sufficient cause from complying with the 
notice. If the assessee wants to ha.ve the assessment set 
aside on the ground of sufficient cause for non-compliance 
with the notice, his remedy is under section *27. If the 
assessee applies under section 27, bu^ the Income-Tax 
Officer refuses to cancel the assessment and to make a 
fresh assessment, the assessee may appeal against such 
refusal to the Appellate Assistant Commissioner under 
section 30. 
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Additional Assessment. 

The normal procedure of assessment is that an 
assessee submits a return of income to the Income-Tax 
Officer and places his accounts and other evidence before 
him, and the Income-Tax Officer after examining the 
accounts and evidence comes to a finding and makes the 
assessment. All this must result in the correct amount 
of tax being found payable by the assessee. There is,, 
however, the erring human element on both sides. There 
is the likelihood of concealment and faking of accounts 
and evidence by the assessee resulting in a smaller 
assessment, and there is also the likelihood of an excessive 
assessment being imposed by the Income-Tax Officer. 

The assessee has his remedies against the arbitrary 
or incorrect findings of the Income-Tax Officer, and it is 
only fair that the Eevenue should have powers to impose 
additional assessments when there has been an escapement 
or an under assessment of income. 

Section 34 gives power to the Income-Tax Officer 
to assess income which escaped assessment or was under¬ 
assessed in the relevant assessment year and also to revise 
the loss or depreciation allowance computed by him in 
excess of the proper amount. This supplementary assess, 
ment may be made in two cases : — 

(a) Where the Income-Tax Officer has reason to 

believe that, owing to the assessee’s failure 
to make a return or to disclose full particu¬ 
lars of his income, the income has Wholly or 
partially escaped assessment or excessive relief 
has been granted or excessive loss or deprecia¬ 
tion allowance has been computed. 

(b) Where the Income-Tax Officer has reason to 

believe, in consequence of information in his 
possession, that income has wholly or partially 
escaped assessment. 

A person cannot be said to have omitted or failed to 
disclose something if he had no knowledge of such thing. 
The words “omissioh or failure to disclose fully and truly; 
all material facts” in section 3T(1) (a) therefore cover only 
the case where the assessee, knowing all the material facts,^ 
dose not mention them fully and truly, in other words*; 
deliberately withholds information or full information. ., ; , ; 
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The words with which section 34 (1) (b) opens must 
accordingly be taken as contemplating both a case where 
there has been no actual omission or failure to mention all 
material facts at all and also the case where therer has been 
an omission or failure in fact but such omission or failure 
was not in respect of facts known to the assessee at the time 
and therefore not deliberate. There may therefore be 
oases where a failure or omission did in fact occur and 
yet it would bo clause (b) and not clause ^a) that would bo 
applicable. But where there has been a deliberate omis¬ 
sion clause (b) cannot apply ( /. T. R. /j/ ). 

This section applies in respect of income-tax as well 
as super-tax, and where a supplementary assessment is 
made under this section both income-tax and super-tax 
may be recovered from the assessee on the basis of such 
supplementary assessment. The fact that an assessment 
has become final in appeal would not preclude the 
Income-Tax Officer from exercising his powers under this 
section. Eeassessment proceedings may be taken more 
than once under this section in respect of the same 
assessee for the same assessment year ( I. T, K. ). 

The words “where the Income-Tax Officer has 
reason to believe” suggest that the belief must be that of 
an honest and reasonable person based on reasonable 
grounds. The Income-Tax Officer may act under this 
section on direct or circumstantial evidence but not on 
mere suspicion, gossip or rumour. The powers under 
this section are wide but they are nob plenary, as the 
words of the section are “reason to* believe” and nob 
“reason to suspect.” 

In order to arrive at the belief it is nob necessary 
for the Income-Tax Officer to make any preliminary 
inquiry by calling the assessee and giving him a hearing. 
It is enough if the Income-Tax Officer in good faith 
considers that he has grounds for believing that the 
assessee’s income has escaped tax. 

It must be borne in mind that the above mentioned 
clause (b) requires that the belief dnterbained by the 
Income-Tax Officer that ihoome has escaped assessment 
must be based upon some information, and that the 
information must be of a fact and not of law. In other 
words, overlooking a provision of law is not the same 
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thing as obtaining a definite information. The Income- 
Tax Officer who administers the law must be deemed to 
be conversant with the provisions of the law, and if he 
omitted to apply the provisions, neither he nor his 
successor can take resort to clause (b) of section 34 (1). 
It will, however, be otherwise where the law has been 
amended or a decision has been overruled, and the 
Income-Tax Officer, being unaware of this fact, under^ 
assesses an assesses ( T. T, R, zjy ). Information as to 
subsequent events which bring to light circumstances 
unknown but existing at the date of the original assessment 
would justify an additional assessment under this section. 

Section 23 contemplates that the Income-Tax Officer 
should make a complete assessment on the basis of 
the total income of an assesses. It is not open to him to 
make assessments piecemeal, and in a case where the 
Income-Tax Officer has proceeded to assess one part of 
the income and has decided to assess the rest of the 
income on a later date, he cannot rely on the provisions 
of section 34 for the purpose of reopening the assessment 
( 22 I, T. R. ). 

Procedure under Section 34. When an Income-Tax 
Officer wants to start proceedings under this section, he 
must give a notice to the assessee. If a notice under 
section 34 embodies any of the requirements of section 22 
(2), it must at the same time permit the assessee to 
comply with that requirement within a period of«not less 
than 30 days. , 

Where there is no default on the part of the assessee, 
but the Income-Tax Officer has reason to believe that 
income has wholly or partially escaped assessment, the 
time-limit for giving the notice under this section is four 
years from the end of the relevant assessment year. A 
year’s extension of this time-limit is allowed for oomplet* 
ing the additional assessment. 

This tkne-limit does not, however, apply to a reasses¬ 
sment made unde? section 27 or to an assessment or a 
reassessment made by reasonk of an appeal, revision or 
reference under sections 31, 33, 33A, 33B, 66 or 66A. . 

There is no time-limit for reopening the assessments 
in cases where there is [some default on the pa^t of the 
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but this is subject to the following provisions, 

No assessment for any years earlier than 1940-41 
can be reopened 

There is no time-limit for the completion of an 
assessment or a reassessment. 

In cases which are not more than 8 years old, 
before issuing a notice under this section, the 
Income-Tax Officer must record his reasons for 
so doing and must obtain the previous approval 
of the Commissioner of Income-Tax for the 
proposed action. 

In cases which are more than 8 years old, the 
Income-Tax Officer can issue a notice under 
this section only (a) when the amount of income 
which has escaped tax is not less than 
Rs. 1,00,000 for one or more years, and (b) 
when he has recorded his reasons for doing so 
and has obtained the previous approval of the 
Central Board of Revenue. 

The provision relating to settlen^ent will continue 
to be effective in respect of cases of tax evasion during the 
last war. If an assesses desires to have his case settled, 
he may apply, within 6 months from the receipt of notice 
under section 34, to the Central Board of Revenue which 
has got the power to make a settlement. Any settlement 
so made shall be final. 

N5 notice can be issued for any year, after the expiry 
of two years from that year, if the person on whom the 
assessment or reassessment is to be made is a person 
deemed to be the agent of a non-resident. 

The tax is to be charged at the rate at which it 
would have been charged if the income had not escaped 
assessment or full assessment, as the case may be. In the 
case of deliberate concealment of income, a penalty amoun¬ 
ting to li times the tax that would have been avoided can 
also be imposed. 

Where an assessment starts with a notice under this 
section, all the relevant provisions of the Act apply as 
effectively as where the assessment starts with a notice 
under section 22 (2) in the ordinary course. Thus, if a 
return made by the assesses in response to a ' notice issued’ 


assesses, 
namely : 
( 1 ) 

( 2 ) 

( 3 ) 


( 4 ) 



ASSESSMENT PROCEDURE 


3(59 


under section 34 is not accepted, the assessee must be 
given an opportunity of being heard as he would be undeir 
section 23 in original assessment proceedings. Similarly, 
if the assessee fails to comply with a notice calling upon 
him to make a return or to produce his books of account 
or other documents in the course of proceedings under 
section 34, an ex-parte assessment may be made under 
section 23 (4) read with section 3i. 

Moreover, where an assessment was based on an 
estimate under section 23 (4), the Income-Tax Officer has 
the power to revise the estimate and make an additional 
assessment under section 34, if there is material to show 
that the first estimate was too low and consequently the 
income was under-assessed. 

When notice is issued to an assessee under section 34 
to tax some sources of income as having escaped assess¬ 
ment, he cannot claim to reopen the whole assessment 
and seek to be allowed credit in respect of some item 
which has been over assessed. He can, however, show 
that the income alleged to have escaped assessment has in 
fact not escaped assessment but has been brought in under 
some inappropriate head. 

If, in reassessment proceedings under section 34, it 
is found that actually there is a loss which the assessee 
could have carried forward, the assessee is not entitled to 
claim that the Income-Tax Officer should pass an order 
under section 24 (3) notifying the loss {i81. T, 

Emergency Assessment. 

Section 24A deals with emergency assessment of 
persons who are likely to leave India without intending 
to return back. In the assessment of such persons the 
normal procedure is departed from. The usual method 
of assessment is that tax is levied on the income of the 
previous year, and the assessment proceedings begin after 
the close of the previous year with a public or individual 
notice calling for a “return of income, giving a minimum 
time of 30 days for its submission. Obviously all this 
procedure cannot be adopted in the case of a person who 
is about to leave India shortly. 

Therefore section 24A provides that where a per^ 
i^ intending , to depart during ^the course of the ourrenl 
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financial year or shortly after its expiry, he may be 
assessed at short notice, giving him only a week’s time 
for filing a return. The notice may be given at ^any time 
during the course of the financial year when it comes to 
the notice of the Income-Tax Officer that the asaessee is 
about to leave India. 

The assessee can be assessed in respect of the income 
of the current year or the broken part of the current year 
as the case may be, in addition to that of the previous 
year or previous years if he has not already been assessed 
for the previous year or years in the usual course. As 
regards the period from the expiry of the last of such 
previous years to the probable date of departure the 
Income-Tax Officer should estimate the total income and 
assess it at the rates in force for the year in which the 
assessment is made. 

This section provides an exception to the general 
rule that assessments are made on the income of the 
previous year and it is designed to bring temporary resid¬ 
ents, such as touring theatrical companies, etc., under 
assessment. 

Assessment of the Dead. 

Section 24B, which deals with the assessment ofithe 
dead, does not expect the departed soul to come back to 
this earth to comply with income-tax notices. It is only 
the executor, administrator or other legal representative 
of the deceased person, who is held liable for the settlement 
of all income-tax dues of the deceased. 

The executor, administrator or other legal represen¬ 
tative of a deceased person is treated as the assessee for 
the purpose of assessment on the total income of the 
deceased person. The liability of the executor, adminis¬ 
trator or other legal representative is, however, confined 
to the extent to which the estate is capable of meeting 
the tax due. The liability of the estate would subsist 
not only where an assessee dies after /issessnlent without 
paying the tax, but also where he dies before an assess¬ 
ment is made and the tax determined. 

The right to assess an executor, administrator or 
other legal representative is available not only in regard 
io an oricfinal assessment upder section 23 which could 
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have been made against the deceased, but also in regard to 
income that has escaped tax in the hands of the deceased. 
Proceedings under section 34 can be started against the 
executor, administrator or other legal representative in 
respect of income that has escaped tax, but subject to 
the time limit prescribed in section 34 and the procedure 
applicable would be the same as that required to be 
adopted against any other assessee. 

Penalty proceedings cannot be started against the 
representative for any default committed by the deceased, 
nor can pending penalty proceedings be continued against 
the representative after the death of the original assessee. 
But the representative, being an assessee within the 
meaning of the Act, would be liable to a penalty for his 
default. 

Section 24B places the executor, administrator or 
other legal representative in the position of the deceased 
only in regard to the assessment of income that would 
have been assessed in the hands of the deceased person. 

The income that accrues after death no longer 
belongs to the deceased, but it belongs to the successor or 
successors. Therefore the assessment in respect of the 
income accruing after death will be made on the persons 
who are entitled to it. 

Assessment of a Minor. 

The section dealing with the assessment of the 
guardian of a minor is section 40. A minor can be assessed 
personally and not only through a guardian. Liability to 
be assessed exists for a minor as it does for a person of 
full age. Where a guardian of the minor has been 
appointed to held control of the minor’s income or property, 
the assessment will be made through the guardian ; but 
where there is no guardian appointed for the minor and 
the minor himself has control of his own affairs, he will be 
assessed and, charged direct. 

The liability •of a minor arises under section 3, 
which says that income-tax is charged at a certain rate 
fixed annually on the income of a previous year on every 
individual, Hindu undivided family, company and local 
authority and every firm and other association of peraonff 
or the partners of the firm or .the members of th^ 
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association individually. A minor comes under tbe head¬ 
ing individual. 

Representative Assessment, 

Sections 40 and 41 deal with representative assess¬ 
ment, i.e., assessment of income made on the representa¬ 
tives instead of on the person to whom the income belongs. 
Examples of representatives are executors, administrators, 
heirs, guardians, trustees, court of wards, etc. 

Section 40 (1) deals with cases of guardians and 
trustees of persons who are minors, lunatics or idiots and 
makes a special provision that though in such a case the 
tax is levied upon and recoverable from such guardian or 
trustee yet it would be leviable and recoverable only on 
the income of the beneficiary being a minor, a lunatic or 
an idiot. Section 40 (2) deals with cases of an agent of a 
non-resident. That also is a special provision made 
where the person primarily liable for the tax is not easily 
approachable. 

Section 41 deals with a special set of persons who 
are generally responsible not for one trust but a number 
of trusts and if no special provision had been made the 
whole of the income in their hands from whichever source 
derived would have had to be taken into account and 
made liable to tax. This would have worked great hard¬ 
ship as that tax is on a sliding scale and on higher slabs 
the rate is much higher. This section is applicable to the 
Court of Wards, the Administrator-Ghneral, the Official 
Trustees, any receiver or manager appointed by or under 
any order of a Court, or any trustee or trustees appointed 
under a trust declared by a duly executed instrument in 
writing. In all these cases each trust can be treated as a 
separate entity and the income derived therefrom as one 
unit for purposes of assessment. 

Under section 41, where there are no complications 
and the income is received by a trustee dr receiver or 
manager specifically on behalf of a single person or specifi¬ 
cally on behalf of each of a number of persons or on behalf 
of a number of persons whose shares are determinate and 
known, there may be an assessment of such income in his 
hands and such assessment will be a separate assessment 
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for each of the persons on whose behalf the income has 
been received. 

Where the income is receivable by the representative 
on behalf of a number of persons whose shares are indeter¬ 
minate or unknown, the maximum rate would apply to 
the whole of the income where the whole of the income 
was so receivable or to a part of the income where only 
a part was receivable on behalf of a number of persons 
whose shares are indeterminate or unknown. 

Can the executors of a will be assessed as an associa¬ 
tion of persons ? An executor, while the administration 
of the estate is incomplete, does not receive income on 
behalf of any one else and is therefore taxable under 
section 3 and not under section 41. If there are more 
than one executors, they will be assessed as an association 
of persons. After the estate is fully administered, and the 
executors act as trustees for the banefioiaries, they may be 
assessed under section 41 but not till then, Thus, the 
exeoutdrs of a will in their capacity as trustees can be 
assessed as an association of parsons under section 41, 
where the beneficiaries (whose individual shares are 
indeterminate or unknown) have no other personal income 
chargeable to tax and none of them is an artificial juridical 
person. 

Assessment of a Discontinued Business. 

Section 26 deals with the assessment of a business, 
profession or vocation'? which is discontinued or succeeded. 
The subject is considered in the last chapter. 

Succession in Business. 

The word “succession” connotes a transfer of owner¬ 
ship and the person who succeeds another must have by 
such succession become the owner of the business which 
his predecessor was carrying on. Where there is a change 
of ownership, 4. g., where the business devolves on an 
heir or is transferred to a purchaser it is a case of 
succession. 

To constitute succession there must be a change 
of ownership ; the whole business must devolve upon the 
successor, and the identity of the business must be 
x3 



274 


INCOME-TAX 


substantially preserved, i. e., the same business must be 
carried on hy the person succeeding. 

When there has been a change in the ownership of 
a business, profession or vocation, section 26 (2) provid.es 
that the person succeeded and the person succeeding shall 
each be assessed in respect of his actual share of the profits 
of the previous year. Therefore the profits of the year in 
which the succession takes place are to be apportioned 
between the predecessor and the successor. 

The successor is not liable to tax in respect of the 
profits of the period prior to the date of succession except 
in two cases, namely : — 

(/) Where the predecessor cannot be found, or 
(if) Where the tax assessed on the predecessor cannot 
be recovered from him. 

In these two cases the successor is liable to pay the 
tax in respect of the profits of the year in which the 
succession took place up to the date of succession and of 
the year preceding that year. Any tax paid by the 
successor in discharge of his predecessor’s liability can be 
recovered by him from the predecessor. 

Illustration 

X, an individual, was negotiating the sale of his business to Y 
for a period of over lo months and actually sold it to Y on 3ist 
October 1955 until which date X was carrying it on. The sale deed 
dated ^r.st October 1955 provides that the buyer was to be deemed 
to have become the owner as from 1st January 1955, the first date 
of the accounting year, and the buyer acknowledged having received 
from the vendor the profits of the business as from ist January 
i9'>5 and undertook the responsibility for payment of tax on 
profits of the first ten months if he was held to be so liable. 

In the assessment proceedings for i956-57 Y contends that he 
is not liable to be assessed on the first 10 months^ profits, while X 
contends that he is not liable to be assessed on any part of the 
profits of the calendar year 1955. What decision would you give ? 
State your reasons. 

X actually sold off his business to Y on 3ist October 1935 and 
the ownership of the business vests in Y only from that date, 
notwithstanding the stipulation that Y was deemed to have become 
the owner from ist January 1955 and that the profits of the first ten 
months were made over to Y. 

The agreement between X and Y can only bind themselves 
inter se and cannot affect the rights of third parties against ^ther 
one of them, nor can it alter the statutory liability of either of 
t‘i'*m. Legally, therefore, the person liable to tax for the income of 
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the period of ten months ending ?zst October 1955 is X who owned 
the business for that period. Hence, X will be called upon to pay 
the tax on the income of the business for the first 10 months. It is, 
of course, open to him to take civil action against Y for reimburse* 
ment of the tax paid by him 

On the other hand, if X cannot be found, proceedings can be 
taken against Y in respect of the tax due from X. 

Penalties 

The penalty provisions of the Act are found in the 
following sections :— 

( 1 ) Section 25 (2). Where any business, profession 
or vocation, on which tax was not at any time charged 
under the Income-Tax Act of 1918, is discontinued in 
any year, the proprietor must give notice of such disconti¬ 
nuance to the Income-Tax Officer vrithin 15 days thereof. 
On default, the Income-Tax Officer may impose a penalty 
not exceeding the amount of tax subsequently assessed in 
respect of the profits of such business up to the date of its 
discontinuance. 

( 2 ) Section 28. This sect! 01 ; makes provision for 
the imposition of a penalty on defaulting and fraudulent 
assessees. The penalty is in addition to the amount of 
income-tax and super-tax payable by the assessee. The 
power to impose a penalty is given to the Income-Tax 
Officer, the Appellate Assistant Commissioner and the 
Appellate Tribunal. In the case of Income-Tax Officer 
it is provided that he shall not impose any penalty without 
the previous approval of the Inspecting Assistant Com¬ 
missioner. So far as the Tribunal and the Appellate 
Assistant Commissioner are concerned there is no provi¬ 
sion regarding their consulting any body. It is only when 
the Income-Tax Officer wants to impose a penalty that 
approval of the Inspecting Assistant Commissioner is to 
be obtained. As the Act provides no appeal for the State 
regarding the imposition or amount of penalty but only 
provides an appeal by ^he assessee, it is deemed necessary’ 
for the Income-Tax Officer to get the approval of the 
Inspecting Assistant Commissioner regarding both the 
propriety of imposing a penalty as well as the figure of 
the penalty. The object of this provision is that a' 
superior officer should know what is happening in the' 
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Department. What is necessary is that the Income Tax 
f Officer and the Inspecting Assistant Commissioner should 
concur in the imposition of the penalty, and the consul¬ 
tation whether by word of mouth or on the telephone or 
by written communication would serve the purpose. 

A penalty is attracted in the following circumstances, 
and it may be imposed in the course of any proceedings 
under the Act :— 

(“) li the assesses has without reasonable cause 
failed to furnish a return under section 22 (1) 
or (2) or section 34, or has not filed it within 
the prescribed time or in the prescribed 
manner; or 

W n he has without reasonable cause failed to 
comply with a notice for production of accounts 
under section 22 (4) or for attendance or 
production of evidence under section 23 (2); or 

(c) If he has concealed particulars of his income or 
deliberately furnished inaccurate particulars of 
such income. 

In case of failure to furnish a proper return the 
maximum penalty that can be inflicted is times the 
tax payable by the assesses *, in other oases the maximum 
amount of penalty is IJ times the amount of tax which 
would have been avoided if the income returned had been 
accepted as correct. 

If a person has received an individual notice to 
make a return but failed to do so, a penalty upto Bs. 26 
can be imposed upon him if he proves that his total income 
is less than the taxable minimum. 

A penalty can be levied on the ground that the 
assesses had concealed his income only if there was a 
concealment of which the assessee was conscious, and the 
concealment must further be from the assessing authorities. 
Thus, where the karta of a Hindu undivided family made 
some fictitious entries in the account books and also 
omitted to enter some receipts in^ the books, but before 
making are turn of inqome he di^, and the succeeding 
karta made are turn of the income as shown in the 
accounts, and there was nothing to show that he was 
conscious that any entries were fictitious or that any item 
of income had b^n concealed by his predecessor, it was 
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held that, the deceased karba had nob concealed any 
income from the income-tax authorities, and the succeeding 
karba was nob conscious of any concealment of income, 
penalty could not be levied on the family for concealment 
of income {31 L T. R. J 04 ). 

If the profits of a registered firm are improperly 
distributed so as to return the income of any partner 
below the real amount, and if any partner of a registered 
firm returns his income below the real amount, a penalty 
of li times the amount of tax, which would have been 
avoided if his return had been accepted as correct, may be 
imposed upon him, and no refund or other adjustment can 
be claimed by any other partner by reason of this 
procedure. 

Inquiry before imposing a penalty. Section 28 (3) provides 
that no penalty shall be imposed unless the assesses has 
been heard or has been given a reasonable opportunity 
of being heard. If such opportunity to show cause is nob 
given to the assessee, the imposition of the penalty would 
be invalid. • 

(3) Sections 44E and 44F. Very heavy penalties are 
imposed for failure to comply with the Income-Tax 
Officer’s demand for information in respect of certain 
artificial transactions in securities carried out by assessees 
with a view to avoidance of tax. In such cases the 
penalty can be as much as Rs. 600 a day so long dis the 
default continues. 

(4) Section 46 (iV Where there is a default in 
paying the tax within the time fixed, the Income-Tax 
Officer may impose a penalty which may be enhanced 
from time to time, but the total penalty should not exceed 
the amount of arrears. 

( 5 ) Section 51. If a person fails to discharge the 
following duties, he shall, on conviction before a magis¬ 
trate, be punishaj()le with fine which may extend bo Rs. 10 
per day so long as the default continues :— 

{a) To deduct and pay any tax as required by section 
18 or section 46 (6). 

(^) To furnish a certificate as required by section 18 
(9) or section 20. 

(r) To furnish in due time any of the returns meh-^ 
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tioned in section 19A, section 20A, section 21, 
section 22 (2) or section 38. 

{d) To produce or cause to be produced pn or before 
the date mentioned in any notice under section 
22 (4) such accounts and documents as are 
referred to in the notice. 

{e) To grant inspection or allow copies to be taken 
in accordance with the provisions of section 39. 

(6) Sectiou 52. If a person knowingly makes a false 
declaration in any document filed under the Act, he shall 
be punishable, on conviction before a magistrate, with 
simple imprisonment which may extend to six months or 
with fine which may extend to Rs, 1,000 or with both. 

A person shall not be proceeded against for an offence 
under section 51 or section 62 except at the instance of 
the Inspecting Assistant Commissioner. The Inspecting 
Assistant Commissioner may, either before or after the ins¬ 
titution of proceedings, compound any such offence. 

Some of the circumstances leading to a penalty under 
section 28 are also made offences under section 51 or 
section 52, but section 28 (41 enacts that when a penalty 
has been imposed departmentally no prosecution shall be 
instituted in respect of the same facts. 

Information at Source 

The following are the provisions of law regarding 
the supply of information to the Income-Tax Department : 

(1) Under section 19A, the pripcipal officer of every 
company must file with the Income-Tax Officer before 
15th June each year a return giving the names and 
addresses of those shareholders to whom dividends exceed¬ 
ing Rs.. 5,000 were distributed during the preceding 
financial year, together with the amount paid to each. 

(2) Under section 20A, every person responsible for 
paying any interest (not being interest on securities) must 
furnish to the Income Tax Officer before 15th June each 
year a return showing the names and adaresses of those 
persons to whom inteilest exceeding Rs. 400 was paid 
during _ the previous financial year, together with the 
amount paid to each. 

(3) Under section 21, every employer must file with 
the Income'Tax Officer before 30feh April each year a 
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return of all employees (with their names and addresses) 
to whom he paid during the preceding financial year 
Rs. 3,600 or more as salary. 

(4) Under section 25 (2), any person discontinuing 
a business, profession or vocation must give to the Incomer 
Tax Officer notice of such discontinuance within 15 days 
of the discontinuance. 

(5) Under section 38, the Income-Tax Officer or 
the Assistant Commissioner (Appellate or Inspecting) may 
require 

{a) a firm to furnish the names and addresses of its 
partners *, 

{h) a Hindu undivided family to famish the names 
and addresses of its manager and adult mem¬ 
bers ; 

‘{c) a trustee, guardian or agent to furnish the names 
and addresses of the beneficiaries ; 

{d) any assesses to furnish the names and addresses 
of those to whom be paid in any year rent, 
interest, commission, royalty, brokerage or 
annuity amounting to more than Rs. 400 toge¬ 
ther with the particulars of amounts paid ; and 

(«tf) any dealer, broker or agent or any person con¬ 
cerned in the management of a stock or 
commodity exchange to furnish a statement of 
the names and addresses of all persons to whom 
he or the exchange has paid any ^sum in 
•connection with the sale, exchange or transfer 
of a Cfl-^ital asset or from whom he or the 
exchange has received any such sum, together 
with particulars of all such payments and 
receipts, 

i(f) any person, including a banking company or 
any officer thereof, to furnish information in 
relation to such points or matters, or to furnish 
statements of accounts and affairs giving infor¬ 
mation in relation to such points or matters as, 
in the dpinion of the Income Tax Officer or 
the Assistant Commissioner, will be useful 
for, or relevant to, any proceeding under the 
Act. 

(6) Under section 39, the Income-Tax Officer or 
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the Assistant Commissioner or any person authorised in 
Writing by him may inspect and, if necessary, take copies 
of any register of members, debenture-holders or mort¬ 
gagees of any company. 

(7) Under sections 44E and 44 E, on a notice being 
received from the Income-Tax Officer, the owner of shares 
and securities in the circumstances mentioned in those 
sections must furnish the information called for. 

Secrecy of Information. 

Under section 54, all information supplied to the 
Income-Tax Department by assessees in the shape of any 
statement, return, accounts, documents, evidence, affidavit^ 
deposition or record shall he treated as confidential, and 
a public servant who disci ses it shall be punishable with 
imprisonment which may extend to six months and shall' 
also be liable to fine. 

The object of this section is the secrecy of the- 
financial affairs of the assessee as disclosed in the assess¬ 
ment proceedings, and the reason for having a provision 
of this kind in the Income-Tax Act is that assessees may 
not be reluctant to disclose the details of their busine8s> 
and it is quite possible that they may not disclose their 
affairs without any kind of reserve unless they had an 
assurance that the information furnished by them would 
not be divulged to anyone. This is really to encourage the- 
assessee to make a full and true disclosure of all relevant 
facts within his knowledge knowing that any statement, 
made by him will not subsequently be used against him. 

Representation of Assessees. 

Section 61 relates to the power of an assessee to 
attend before any income-tax authority by deputy. Except, 
when he is required to attend personally under section 37, 
an assessee may appear through any of the following 
persons, namely : 

(/) a relative, 

(«) a person in his regular employ such as a munim^ 
(Hi) a lawyer, 

(/V) an accountant, or, 

(v) an income-tax practitioner. 

The deputy so chosen must be authorised in writing by 
the assessee. 
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A person regularly employed by the assessee includes 
any officer of a scheduled bank with which the assessee 
maintains a current account or has other regular dealings. 
A lawyer means a person entitled to plead in any court 
of law, and an accountant means a chartered accountant 
within the meaning of the Chartered Accountants Act 
of 1949. 

An income tax practitioner means (a) any person 
who before 1st April 1938 was in practice as an income- 
tax practitioner, (h) any person who has passed one of the 
accountancy examinations recognised by the Central Board 
of Eevenue, and (^) any person who has acquired such 
educational qualification as is prescribed by the Central 
Board of Eevenue. 

Persons dismissed from government service after 
1st April 1938 and persons, found guilty of misconduct by 
their professional bodies in the case of lawyers and chartered 
accountants and by the Commissioner in other cases, are 
debarred from representing assessees. 

Illustrations 

fi) Indicate briefly the circumstances under which an assess^ 
ment is made under section a3 (i). section 2? (3) and section 23 (4). 
What?are the consequences of a section 23 (4) assessment ? 

An assessment is made under section 23 (i) when the Income- 
Tax Officer is satisfied, without requiring the presence of the 
assessee or the production of any evidence, that a return made by 
the assessee under section 22 is correct and complete 

An assessment is made under section 23 (3) when the Income- 
Tax Officer is not satisfied that the return made under scctiott 22 is 
correct and complete, and he issues a notice under section 23 (2> 
asking the assessee either to attend in person before the Income-Tax 
Officer on a particular date or to’produce or cause to be produced 
any evidence on which the assessee relies in support of the return. 
In the Income-Tax Officer finds it necessary to look into any parti* 
cular document or accounts to enable him to verify the correctness 
of the return, he may issue a notice under section 22 (4) calling for 
the accounts and documents required. After examining the relevant 
accounts and evidence produced, the Income-Tax Officer will make 
the assessment. This is an assessment under section 23 (3). 

An assessment under section 23 (4) is made under any of the 
following circuntstances,^amely ; 

(x) When a person fails to make;a return as required by the 
notice under section 22 (2) and has not made a return 
or a revised return under section 22 (3I ; 

(a) When a person fails to comply with all the terms of thn . 
notice under section aa (4); or 
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(3) When a person, having made a return of income, fails to 
comply with all the terms of the notice issued under 
section 23 (2) 

The consequences of a section 23 ( 4 ) assessment arc very 
serious. Apart from the fact that the income will* be assessed 
according to the best of the Income-Tax Officer*s judgment, the 
assessee renders himself also liable to penalties which ma/ be either 
times the amount of tax payable by him or li times the amount 
of tax that would have been avoided. 

(a) The accounts of a contractor were audited by a chartered 
accountant, but after the completion of the audit, the books of 
account and the vouchers were accidentally destroyed. In comp¬ 
liance with notices served upon him by the Income-Tax Officer 
under sections 22 ( 4 ) and 23 (2), he produced only a copy of the 
audited accounts and the auditor's report. 

Can the Income-Tax Officer make an ex-parte assessment 
under these circumstances ? Is there any remedy for the assessee 
to have such an assessment set aside ? 

(/i) The notice under section 23 (2) calls upon the assessee 
to produce any evidence on which he may rely in support of his 
return of income. If the assessee produces only the audited 
accounts and says that it is the only evidence available, there is no 
breach of section 23 (2). 

On the other hand, the Income-Tax Officer, by issuing a notice 
under section 22 (4) calls upon the assessee to produce certain 
specified books and documents which the Income-Tax Officer 
wishes to examine. If the assessee docs not produce any of the 
items specified in the notice, he has committed a default under 
section 22 ( 4 ). 

Therefore, even if the Income-Tax Officer believes that the 
accounts have been actually destroyed, he is bound to make the 
assessment under section 23 ( 4 ) for the simple reason that the 
assessee ^has failed to comply with all the terms of the notice under 
section 22 (4). 

(h) In order that the cx-partc assessment may be set aside, 
the remedy of the assessee lies under section 27. Under this section 
be should make an application to the Income-Tax Officer, within 
one month of the service of the notice of demand, asking for the 
reopening of the assessment. He will have to satisfy the Income- 
Tax Officer that he was prevented by sufficient cause from comply¬ 
ing with the terms of the notice under section 22 (4). If the 
Income-Tax Officer js satisfied, he will cancel the best judgment 
assessment and proceed to make a fresh assessment. The fresh 
assessment is to be made under section a 3 (3). 

However, in view of the fa:t that the loss of accounts is often 
resorted to by dishonest ass^ssees for the purpose of concealing 
profits, the Income-Tax Officer will expect very strong proof that 
the accounts were destroyed without any fault cm the part of the 
asuessee. 

When making the fresh assessment, the Income-Tax Officer 
is expected to examine all the evidence, and the audited accounts 
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<iati only be a taeans of helping him in arriving at the figure of 
assessment. He is not bound to believe the audited statement in 
the absence of account books. 

( 3 [) The following facts relate to the assessment of X for the 
assessment year 1955-56 • 

(а) The accounting year under consideration is the year 

ended 3 rst March 1955. 

( б ) X received a notice under section aa (a), dated and 

January i 955 , wh'Ch was served on him on the same 
date, requiring him to file his return of income wiihin 
55 days of the receipt of the notice, that is, on or before 
6 th February i 956 . 

(c) On aoth January i 955 , X fell seriously ill, making it 
impossible for him to attend to any work till the end of 
February 1956. 

id) There was nobody who was conversant with the affairs of 
X or who knew the particulars of X's income, 

(e) On 15th February 1956, the Income-Tax Officer without 
any reminder made an ex-pnrie assessment under section 
33 ( 4 ) on the ground that X had not filed his return of 
income within the time allowed. 

if) The income for 1955-56 assessment was arbitrarily 

assessed at Rs. i lakh. 

ig) The notice of demand was served on X on i8th February 

1956. 

ih) The income-tax records shoW that during the last five 

years X was at no time assessed in any year on income 
exceeding Rs 25,000. 

(i) X*s income from all sources during the year under consi¬ 
deration is Rs. 20,000. 

ij) X was served with a notice to show cause why a penalty 
should not be imposed for his failure to furnish the 
return of his income within the time allowed. 

State briefly the manner in which the matter should be pro¬ 
ceeded vjrith by you as X*s representative before the Income-tax 
authorities, and give reasons in support of your answer. 

I shall proceed with this case in the following manner : 

(n) In this case the ex-part^ assessment has been made on 
account of failure to make a return within the time allowed j but 
as the assessee could not file his return in time owing to his serious 
illness, I shall make an application to the Income Tax Officer, within 
one month from 18th February 1956, for the reopening of assess¬ 
ment under section 27 , and will prove by the production ol a 
medical certificate that the assessee was too ill to attend to any work 
from aoth January 1956 till the end of February 1956 and that there 
was nobody knowing the affairs of X and the particulars of his 
incotne, and therefore X could not file his return of income within 
the time allowed* . , 

(6) This application will be accompanied by X'S return of 
income showing his toml incoine to<be R$* :^op 0 o. c: 
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(c) If the Income-Tax Officer is satisfied about the assessee's 
illness, he must cancel the ex-parie assessment and proceed to make 
a fresh assessment under section a 3 ( 3 ). In that case I shall pro. 
duce the assessee^s books of account and other evidence that may be 
required by the Income-Tax Officer in order to substantiate the 
accuracy of the return of income. 

(d) If the Income-Tax Officer does not accept the cause of 
illness as sufficient and refuses to reopen the assessment, I shall 
file an appeal with the Appellate Assistant Commissioner against the 
Income-Tax Officer's orckr refusing to reopen the assessment. T his 
appeal will be filed within 3 o days from the date of such order. 

(e) If the ex-parte assessment is cancelled under section 27, the 
question of imposing any penalty will not arise. 

In this case the remedy under section 27 is better than filing 
an appeal with the Appellate Assistant Commissioner against the 
quantum of the ea^part**. assessment, because the assessee had a 
sufficient cause for his failure to furnish the return of income within 
the time allowed. 

(4) An employee of a chartered accountant insists on being 
present, when income tax proceedings are going on before the 
Income-Tax Officer, on the strength of an authorisation given by 
the assessee in favour of the chartered accountant. Can the Income- 
Tax Officer permit his presence 

(а) if he is present all alone. 

(б) if he accompanies the chartered accountant but without 

the assessee, and 

(c) if he is present with the assessee ? 

On the strength of an authorisation given by the assessee in 
favour of a chartered accountant, an employee of the latter cannot 
be permitted to be present when incom-tax proceedings are going 
on, whether the employee is present all alone, or whether he accom¬ 
panies the chartered accountant but without the assessee, or even 
whether he is present with the assessee. 

A person is entitled to represent an assessee in income-tax 
proceedings and to be present in such procetBings only if the 
conditions laid down in section 61 are satisfied. One of the condi¬ 
tions is that the person concerned should either be a chartered 
accountant, or a lawyer or an income-tax practitioner, or a person 
regularly employed by the assessee, and such a person should also be 
authorised by the assessee in writing that he may attend on the 
assessee's behalf. In this case it is not known if the employee of 
the chartered accountant is himself a chartered accountant or other¬ 
wise qualified to represent the assessee; but in any case the authori¬ 
sation to represent has not been given to him by the assessee. 

(5) What arc the consequences which fio<^ from— 

(a) Failure of an assessee to comply with a notice under 
section 22 (4) of the Income-Tax Act; 

(6) Failure of an employer to deduct tax at source from salaries 

paid to his employees; and 

(e) Failure of an assessee to comply with the requirement of 
section z8A (^)bf the Income-tax Act ? 



ASSESSMENT PRCCEDURE 


a85 


{a) Under section a3 (4)/ the Income-Tax Officer is empowered 
to call upon an assessee (i) to produce such accounts and documents 
as the Income-Tax Officer may require, and (ii) to furnish in writ¬ 
ing such other information, including a statement of all assets and 
liabilities not included in the accounts, as the Income-Tax Officer 
may require. If the assessee has failed to comply with all the terms 
of a notice under section aa (4', the following consequences follow : 

(i) The Income-Tax Officer makes an ex.parte assessment. 

(а) The assessee is liable to a penalty under section a8 or to 

a fine on conviction before a magistrate under sec¬ 
tion 51. 

(3) In case the assessee is a registered firm, the Income-Tax 
Officer may refuse to register it or may cancel its regis¬ 
tration if it is already registered. 

(б) If an employer fails to deduct tax at source from salaries 
paid to his employees, he is considered as defaulter in respect of 
the tax due, and he is liable, on conviction before a magistrate, to 
be punished with fine which may extend to Rs. 10 for every day of 
default. 

'c) In the case of persons previously assessed, it is the 
Income-Tax Officer who makes an order under section 18A (i) for 
advance payment of tax. But section 18A (3) provides that if a 
person has not been previously assessed at all he must, without 
being served with any order, make advance payment of tax before 
the i 5 th March where his total income ,assessable for the next finan¬ 
cial year is likely to exceed by Rs. 2,500 the maximum amount not 
chargeable to tax. 

If a new assessee does not do so, interest at 4 per cent per 
annum will be charged on 80% of the amount of tax determined on 
regular assessment from ist January of the financial year in which 
the advance payment should have be en made up to the date of the 
regular assessment. In addition, the assessee is liable te a penalty 
up to times the amount of tax determined on regular assessment. 
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Appeals. 

There is no inhereufc righfc of appeal ; a right of 
appeal must be givea by the statute. SsDtiou 30 gives to 
the assesses a right of appsil t3 the Appellate Assistant 
Coramissioner against the following orders of the Income' 
Tax Officer — 

( 1 ) Section 23. An order of assessment, 

( 2 ) Section 23A. An order treating the undistri¬ 
buted profits of a private company as distribu¬ 
ted on the date ol a general meeting. 

■ ( 3 ) Section 24. An order determining the amount 

of loss of a business, profession or vocation. 

( 4) Section 25. An order imposing a penalty for 
failure to notify the discontinuance of a busi¬ 
ness, profession or vocation. 

( 5 ) Section 25A. An order declaring that a Hindu 
undivided family has been partitioned or 
^ failing so to declare. 

( 6) Section 26. An order determining that a 
succession has taken place to a business, pro¬ 
fession or vocation, 

( 7 ) Section 26A. An order refusing to register a 
firm either in the first instance or by way of 
renewal. 

( 8 ) Section 27. An order refusing to reopen an 
assessment, 

( 9 ) Section 28. An order imposing a penalty. 

(10) Section 44E and 44E. An order, imposing a 

penalty for failure to fulE’nish particulars of 
certain securities, 

(11) Section 46. An order imposing a penalty for 

non-payment of tax. 

a86 
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(12) Section 48. An order refusing to allow a 

refund. 

(13) Section 49. An order refusing double taxation 
relief. 

(14) Section 49F. An order refusing a refund to a 

legal representative. 

Where the partners of a finii are individually 
assessable on their shares in the total income of the firmy 
any such partner may appeal against the order oi the 
Income-Tax Officer determining the amount of the total 
income or loss of the firm or the apportionment thereof 
between the several partners. 

The filing of an appeal does not operate to stay the 
notice of demand ; therefore any tax due must be paid 
before an appeal can be filed. There is no provision in 
the Act which restricts the right of Grovernment to collect, 
the tax duo pending the disposal of an appeal. Relaxation 
may, however, be allowed, in the discretion of the Income* 
Tax Officer, on part of the tax provided the issue involved 
in the appeal is substantial. 

Section 30 gives the rightof {appeal only to the tax* 
payer and not to the Department ; therefore the Depart¬ 
ment cannot appeal against any order of the Income-Tax 
Officer to the Appellate Assistant Commissioner. But 
section 33B empowers the Commission er to revise any 
order of the Income-Tax Officer wh ich is prejudicial to 
the interests of the Revenue. • 

The various appeals permissible under the Kot arc 
as follows 

(l) Appellate Assistant Commissioner. In the first 

instance, an assessee can appeal to the Appellate Assistant 
Commissioner against the orders of the Income-Ta^ 
Officer under section 30. An appeal should ordinarily be 

filed within 30 days of the receipt of the notice of demand, 
or of the receipt of the order against which the appeal is. 
to be preferred. The word ‘ordinarily’ denotes that there 
is nothing to prevent the Appellate Assistant CommissionSjif 
from entertaining an appeal beyond the period of 30 daysy 
if sufficient cause is shown for the inability to file th^ 
appeal within time. . ■ 

An order of the Appellate Assistant OommissioE^ 
refusing to condone the delay in filing an appeal ana 
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dismissing fche appeal as time barred is an order under 
section 31, and is therefore appealable to the Appellate 
Tribunal. 

To accept the limited and narrow construction that 
the “appeal” in section 31 must be understood as meaning 
only an appeal which was competent and was presented 
in time or which was admitted after the delay was 
condoned and which also complied w'ith all the formalities, 
is to leave the appellate court powerless to decide, 
the preliminary points for there is no specific enumeration 
of the power in the scheme of the Act. It would also 
deprive the aggrieved party of a remedy and make him 
helpless even in oases where the order of the Appellate 
Assistant Commissioner was obviously wrong and unjust. 
There is no reason to restrict the meaning of the word 
■“appeal” in section 31 to an appeal which complied with 
all the requirements of the law and was ripe for considera 
tion on the merits of the order appealed against. The 
expressions “hearing of the appeal” and “disposing of the 
appeal” in sub-sections (1) and (2) of section 31 and the 
power to make furthei.’ inquiry may all equally apply to 
the preliminary stages as well as the subsequent stages 
of the hearing of an appeal ( C. J. T. v. Shah:(adi Begum & 
Others ). 

The procedure laid down in section 31 for the dispo¬ 
sal of an appeal is as follows : ~ 

{a) The Appellate Assistant Commissioner shall fix 
a date for the hearing of the appe?l and give notice 
thereof in time to the assessee. The hearing may he 
adjourned from time to time. At the hearing of the 
appeal the Income-Tax Officer is also entitled to be heard 
•either in person or by a representative. In an appeal 
against an order under section 26A declining to record a 
partition of a Hindu undivided family, the appellate 
•decision is not given without hearing the other members 
of the family who might be contending against the alleged 
partition. 

(h) The Appellate Assistant Commissioner may make 
any private inquiries behind the back of the assessee and 
act upon the same, even as the Income-Tax Officer can. 
He may entertain fresh evidence. He may call for account 
books and documents. If the appellant desires to lead 
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fresh evidence it is open to the Appellate Assistant Com¬ 
missioner either to admit or to refuse the evidence, and 
the discretion cannot be interfered with. However in 
appeals against best judgment assessments the fresh 
evidence tendered is normally admitted. 

(c) The Appellate Assistant Commissioner may 
completely set aside the assessment and remand the pro¬ 
ceedings back to the Income-Tax Officer so that the latter 
may make a fresh assessment in the light of the direction 
given by the Appellate Assistant Commissioner. 

{d) Where the Income-Tax Officer has refused to 
register a firm or cancelled the registration of a firm, the 
Appellate Assistant Commissioner may direct a registration 
of the firm and ask the Income-Tax Officer to make a 
fresh assessment. 

(^') If the appellant fails to appear on the date of 
hearing, the appeal should not be dismissed but should be 
decided on merits. The Appellate Assistant Commissioner 
must ascertain and settle, according to the best of his 
judgment, the sum on which the tax-payer ought to be 
assessed. 

(/) The Appellate Assistant Commissioner may 
confirm, cancel or vary the order appealed against, but 
he shall not enhance an assessment or a penalty unless 
the appellant has had a reasonable opportunity of being 
heard. 

(^) The Appellate Assistant Commissioner shall, on 
the conclusion of the appeal, communicate the orders 
passed by him to the^assesses and the Commissioner. 

(2) Appellate Tribunal. Under section 33, an 
appeal lies to the Appellate Tribunal against the orders of 
the Appellate Assistant Commissioner. A further appeal 
to the Appellate Tribunal lies only if an order of the 
Appellate Assistant Commissioner falls under section 31 
or section 28 and not otherwise. This right of appeal is 
given to the assesses as well as to the Income-Tax Depart¬ 
ment. The Commi^ioner may direct the Income-Tax 
Officer to appeal to the Appellate Tribunal, if he objects 
to the order passed by the Appellate Assistant Commis¬ 
sioner. The assesses is required to deposit a fee of Bs, 100 
before preferring an appeal to the Tribunal, but no such, 
fee is to be paid by the Department. 

.19 
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The period of limitation for appealing to the Tribunal 
both by the sissessee or by the Income-Tax Department 
is 60 days from the date on which the order ja communi¬ 
cated to thorn. The Tribunal has, however, the power to 
excuse any delay in the presentation of the appeal if there 
is sufficient cause. 

An appeal to the Tribunal is to be presented in the 
proscribed form. The Tribunal is competent to entertain 
any new question, which may not have been Raised before 
the Income Tax Officer or the Api)ellate Assistant Com¬ 
missioner, especially if it re lates to a pure question of law. 
There is nothing in section 36 enabling the Tribunal to 
enhance an assessment. The Tribunal has to pass orders 
on the appeal preferred bo it. If the assessee appeals to 
the Tribunal s.'eoking to reduce the assessment but if the 
Department desires to increase it, the latter must file a 
distinct cross appeal. The order passed by the Tribunal 
is final on a question of fact, but a reference may he made 
to the High Court on a question of law. 

Iij an a])pcal by an assessee under sootioii 33 to the 
Appellate Tribunal it is not open to the Tribunal to raise 
any ground which will work adversely to the appellant 
and X)ass an order which makes his position worse than 
what it was under the order appealed against, if the Depart¬ 
ment has not appealed from such order. The word 
“thereon” in the expression “may p/ass such orders thereon 
as it thinks fit” in section 33 means on the grounds raised 
in the appeal, and the words of the s^ection are not wide 
enough to include a piower to enhance an assessment 
without an appeal by the Commissioner 1. T. li, 2 ^ 4 ), 

( 3 ) High Court. When either the assessee or the 
Commissioner is aggrieved by the decision of the Appellate 
Tribunal, section 66 provides the remedy. Either of them 
may require the Tribunal to refer the case to the High 
Court of the concerned State ; bub he can do so only when 
a question of hw arises out of the decision of the Tribunal. 
The period of limitation for making an application to the 
Tribunal for this purpose is 60 days from the date of the 
service of the appellate order of the Tribunal upon the 
assessee or the Commissioner as the c-ase may be. The 
application is to be made in the presoribed form, and in 
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the case of an appUoabion by the asseseee it must be 
accompanied by a fee of Rs. 100. 

The Tribunal may dismiss the application or it may 
comply with the requisition, but the decision must be 
taken within 90 days of the receipt of the application. 
If the Tribunal does not agree to state a case to the High 
Court the assesseo may make an application to the High 
Court praying for a direction to the Tribunal to state a 
reference to the High Court. 

On receipt of the statement of the case from the 
Appellate Tribunal, the High Court shall have to hear 
the case and to decide the question of law raised thereby. 

The jurisdiction of the High Court in the matter of 
income-tax references is an advisory jurisdiction, and 
under the Act the decision of the Tribunal on facts is 
final, unless it can be successfully assailed on the ground 
that there was no evidence for the conclusions on facts 
recorded by the Tribunal. It is therefore the duty cf the 
High Court to start by looking at the facts found by the 
Tribunal and answer the questions of law on that footing. 
Any departure from this rule of law will convert the 
High Court into a fact finding authority, which it is not 
under the advisory jurisdiction. 

Although the High Court will nob disturb or go 
behind the finding of fact of the Tribunal, where it is 
competent for a Tribunal to make findings of fact which 
are excluded from review, the appeal Court h^^ alw-ays 
jurisdiction to intervene if it appears either that the 
Tribunal has misunderstood the statutory language— 
because the proper construction of the statutory language 
is a matter of law—or that the Tribunal has made a 


finding for which there is no evidence or which is incon¬ 
sistent with the evidence and contradictory of it ( 2 / 
/. T. R. 26J ). 

If there is no material to support the finding of fact 
or if the Tribunal applied a wrong principle of law in 
determining’a question of fact, the matter passes from the 
realm of fact into the realm pf law and the High Court 
has jurisdiction to interfere with the finding ( 2/ J. T. A. 


i/i )• 

(4) Supreme Court. Section 66A provides that an 
appeal shall lie to the Supreme Court from a judgment Of 
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the High Court delivered on a reference made under sec* 
tion if the High Court certifies that the case is a fit 
one for appeal to the Supreme Court. 

Revision by Commissioner. 

When the stake involved is small, it is hard for an 
assessee to go to the Appellate Tribunal in appeal against 
the order of the Appellate Assistant Commissioner, 
because he has to pay Ks. 100 for doing so. In order to 
remove this hardship, a cheaper remedy is given by 
section 33A which provides for a revision by the Commis¬ 
sioner. The Commissioner may exercise his revisional 
powers under this section either on his own motion or 
on the application of an assesses. 

Section 33A (1) deals with revision by the Commis¬ 
sioner on his own motion. He may call for the record 
of any proceeding in which an order has been passed by 
an authority subordinate to him (i. e., the Income-Tax 
Officer or the Appellate Assistant Commissioner), and 
after making such inquiry as he thinks fit, he may pass 
such order thereon ( not being an order prejudicial to the 
assesses ) as he thinks fit. He cannot, however, revise 
an order 

(a) if the order is appealable to the Appellate Assis¬ 
tant Commissioner or the Appellate Tribunal, 
and the time for appeal has not expired, or 
(i^) if it is pending adjudication before either of 
authorities, or 

(^) if it was made more than a ydar previously. 
Section 33A (2) deals with revision by the Commis¬ 
sioner on the application of an assesses. The application 
must be made within one year from the date of the order 
passed by an authority subordinate to the Commissioner 
and must be accompain^ by a fee of Es. 25. The Commis¬ 
sioner is empowered to condone delay in making an appli¬ 
cation for revision if he is satisfied that the assessee was 
prevented by sufficient cause from making the application 
within the period of one year. 

The Commissioner s power of revision is subject to 
the following conditions *.— 

(a) If the order is appealable to the Appellate 
Assistant Commissioner or the Appellate 
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Tribunal, the Commissioner cannot revise it 
until the time for appeal has expired. But in 
the case of an appeal to the Appellate Tribunal, 
if the assessee waives his right of appeal, the 
Commissioner may revise the order even before 
the expiry of the time for appeal. 

(if) If an appeal has been made against the order to 
the Appellate Assistant Commissioner, the 
Commissioner cannot exercise his revisional 
power while the appeal is pending, but he can 
do so after the appeal has been disposed of. 

(tr) If an appeal has boon made against the order to 
the Appellate Tribunal, the Commissioner’s 
revisional jurisdiction disappears. It cannot be 
exercised at all while the appeal is pending or 
even after it has been disposed of. However, 
when an appeal is dismissed as time-barred by 
the Appellate Tribunal, the Commissioner can 
exercise his revisional jurisdiction. 

On receipt of the application, the Commissioner may 
call for the record of the ])roceedings in which such order 
was passed, and on receipt of the record be may make 
such enquiry and may pass such order (not being an 
order prejudicial to the assessee) as he thinks fit. The 
Commissioner is not bound to give a hearing to the 
assessee, but in important cases the assessee is usually 
heard before an order is passed by the Commissiorfer. 

The assessee, may apply to the Commissioner for 
revision of the order of the Income-Tax Offic^er or of that 
of the Appellate Assistant Commissioner. In either case 
the Commissioner’s order will be final. The assessee 
himself has to choose whether he should appeal against 
an order of the Income-Tax Officer or of the Appellate 
Assistant Commissioner or he should apply to the 
Commissioner for its revision. The second course is 
cheaper, bul* in practice it may not be so effective as an 
appeal. 

It will be noticed from above that under section 33A, 
the Commissioner cannot revise an order so as to make 
it prejudicial to the assessee. Therefore section 33B 
(enacted in 1948) provides that the Commissioner may 
call for and examine the record of any proceeding* and if 
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be considers that an order passed by the Income-Tax 
Officer (and not by the Appellate Assistant Commissioner) 
is erroneous in that it is prejudicial to the»interests of 
Kevenue, he may, after giving to the assessee an opport¬ 
unity of being heard and after making such inquiry as he 
deems necessary, pass such order thereon as the circum¬ 
stances of the case justify including an order enhancing 
the assessment. 

No order can be passed under this section to revise 
an order of reassessment made under section 84 nor after 
the expiry of two years from the date of the order. 

An assessee adversely affected by the Commissioner’s 
revisional order passed under this section may appeal to 
the Appellate Tribunal within 60 days from the date on 
which the order is communicated to him. 

The Commissioner’s power of revision under section 
83B arises whenever any order of the Income-Tax Officer 
is considered erroneous, whether erroneous in law or in 
fact, whether the facts were known or unknown at the 
time of the first assessment or partly knowm and partly 
unknown. The pow’er' would exist even if the facts have 
been wrongly interpreted and wrong conclusions drawn. 
The scope of section 88B covers the entire area of deficient 
assessment from whatever cause and from whatever cir¬ 
cumstances the deficiency might have arisen. It overlaps 
the field covered by section 84 and extends to such outside 
field left*uncovered by section 34. The combined powers 
under section 88B and section 34 ensure to the Depart¬ 
ment the levy of full tax in all circumstances, subject of 
course to the time limits mentioned therein. 

The following are the limitations on the Commis¬ 
sioner’s power of revision under section 33B :— 

(1) Whereas the power of revision conferred upon 
the Commissioner under section 33 A is against any 
order passed by any authority subordinate to him, the 
power of revision conferred upon the Commissioner under 
section 33 B is restricted to any oilder passed by the 
Income-Tax Officer. Section 33B does not confer upon 
the Commissioner the power to revise either the orders 
of the Appellate Assistant Commissioner or the Appellate 
Tribunal. 

Wlien an appeal is provided from a decision of a 
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court, and the appeal court after hearing the appeal 
passes an order, the order of the original court ceases 
to exist and is merged in the order of the appeal court, 
and although the appeal court may merely confirm the 
order of the trial court, the order that stands and is 
operatWe is not the order of the trial court but the order 
of the appeal court. Therefore the Commissioner of 
Income-T.-iX is not competent to pass an order under 
section 33 B enhancing an assessment in n. matter in 
which appeal was preferred against the order of the 
Income-Tax Officer and the said order was confirmed 
by the Appellate Assistant Commissioner of Income-Tax 
( 2 ^ /, T. R. 412 ). 

(2) Section 33 B docs nob give the power to the 
Commissioner to revise an order of the Income-Tax 
Officer when the assessce has appealed from that order. 
The object of enacting section 33 B was to confer a power 
upon the Commissioner in the interest of revenue to 
revise orders of the Income-Tax Officer which could not 
be revised under any circumstances if the asse-see did 


not appeal from those orders IJowever erroneous the 
order of the Income-Tax Officer may be, however pre¬ 
judicial to the revenue, the assessce by refusing to 
exercise his right ol‘ appeal could make that order con¬ 
clusive. In order to fill up this obvious lacuna, section 33B 
was enacted. Bub once the assessee has appealed, there 
is no difficulty whatsoever in the way of the Department 


in agitating any question before the Appellate Assistant 
Commissioner which in its opinion should be agitated 


and decided iu the interest of public revenue. It is 


only when no remedy is open to the Commissioner to 
revise the order of the Income-Tax Officer that this 


jurisdiction under section 33B arises j but when a legal 
remedy is given to him to get the orders of the Income- 
Tax Officer revised, he cannot requisition to his aid the 
power conferred upon him under section 33 B ( 1. T, R. 

420). 


Illustrations 


(i) Comment on the following :— 

(n) An assessee files an appeal to the Appellate Assistant Com- 
missioncr against the Income-Tax Officer's refusal to rectify ftti 
order under section 3 $. 
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(b) In respect of an assessee in default, the Income-Tax 
Officer passes an order “^Tssue penalty notice'^ on the ord;r sheet 
and a demand notice for 5% of the tax in arrears is accordingly 
issued to the assessee * 

(r) A notice under section 3^ (i) (b) is issued in September 
1955 to reopen an assessment for i949-ic5o. 

(<i) A notice under section 2a (2 far the year 1955-56 was 
issued on 15-3-56 but it could be served only on 10 4-1956. 

'll' The appeal will not be entertained by the Appellate 
Assistant Commissioner, because in the Indian Income-Tax Act there 
is no provision for an appeal to him against an order of an Income- 
Tax Officer refusing to rectify a mistake under section 35. The 
assessee can, however, approach the Commissioner for revision under 
section 33A (2). 

(b) It has been judicially held that there must be a specific 
order imposing the penalty and also expressing it in a definite sum. 
The Income Tax Officer’s action in passing an order “Issue oenalty 
notice” and the subsequent issue of a demand notice for 5% of the 
tax in arrears will not therefore be in order. 

{/•) Such a notice will not be valid, since more than 4 years 
have elapsed after the end of the assessment year i9-1'9-so. 

(r/) The mere issue of a notice under section 23 (2) before the 
close of the financial year is not sufficient The Income-Tax Officer 
should have also ensured that the notice was served upon the 
assessee before the close, of the fiiinncial year. As the notice has 
been served after 3tst March 956, it is invalid. Therefore action 
under section 34 will have to be taken in this case. 

(2' What are the revisional powers which a Commissioner of 
Income-Tax can exercise under sections 33A (i), a3A (2) and 33B, 
and under what conditions ? 

R viftion undf-r 33A (/). The Commissioner may, of 

his own ..motion, call for the records in which an order has been 
passed by a subordinate authority and, after making such inquiry 
as he deems fit, he can revise the order pacsed by the subordinate 
authority. 

The Commissioner cannot revise any order under this section 
if the order sought to be revised was made more 1 han one year 
previously or where the order is pending before the Appellate 
Assistant Commissioner or has been made the subject-matter of an 
appeal before the Appellate Tribunal. He cannot also revise any 
order in respect of which an appeal lies to the Appellate Assistant 
Commissioner or the Appellate Tribunal but the time within which 
that appeal may be hied has not expired. The Commissioner's 
revision order should not be prejudicial to tlj.e assessee, . 

RevU'’on under section 33A (2'. The Commissioner may, on 
application by the assessee. revrse any order passed by an authority 
subordinate to him, which term includes Appellate Assistant Com¬ 
missioners also. The application by the assessee should be filed 
within a year after the date of the order, though the Commissioner 
can waive the time-limit if he is satisfied that the del^y on the part 
of the assessee was due to sufficient cause. 
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The Commissioner cannot revise any ’order under this section 
if the order sought to be revised is pending before the Assistant 
Appellate Commissioner or has been made^the subject-matter of an 
appeal before the Appellate Tribunal. He cannot also revise any 
order in respect of which an appeal lies to the Appellate Assistant 
Commissioner or the Appellate Tribunal and the time within which 
that appeal may be filed has not expired or in respect of an appeal 
to the Appellate Tribunal if the assessee has not waived his right of 
appeal. The Commissioner's revision order should not be preju¬ 
dicial to the assessee. However aft order declining to interfere is 
not deemed to be an order prejudicial to the assessee. 

Rt’insion under aectitm 33 H. If the Commissioner, on exa¬ 
mining the records, considers that any order passed by the Income- 
Tax Officer is erroneous in so far as it is prejudicial to the interests 
of revenue, he miy, after giving the assessee an opportunity of being 
heard and making such inquiries as necessary, pass an order under 
this section enhancing or modifying the assessment, or cancelling 
the assessment and directing a fresh assessment to be made. 

The Commissioner's powers of revision under this section art 
subject to the following restrictions, namely : 

in) He cannot revise an order of reassessment made under 
section 34 , nor can he revise an order after the expiry of two years 
from the date of the order. 

(h) He can revise the orders of the Income-Tax Officers only, 
but not the orders of the Appellate Assistant Commissioner or the 
Appellate Tribunal. • 

(c) He cannot revise even the order of an Income-Tax Officer, 
if the assessee has appealed against that order. 

An assessee adversely affected by the Commissioner's revi- 
sional order passed under section 33 B may appeal to the Appellate 
Tribunal within 6o days from the date on which the order is 
communicated to him. 

( 3 i What are the periods of limitation, if any, prescribed in 
the following cases ? State also if the authority concerned can 
waive the time-limit, it there is sufficient cause in any case. 

(n) Application filed before the Appellate 'Tribunal under 
section 35 for the rectification of a mistake in its order, 
(ft) Application to an Income-Tax Officer under section ay for 
the re-opening of an assessment. 

(c) Appeal filed before the Appellate Tribunal agiinst an 
order of the Appellate Assistant Commissioner. 

{d) Revision petition filed before a Commissioner of Income- 
Tax under section 33 A (a) for the cancellation of a 
penalty. 

fe) Appeal to tHe Appellate Assistant Commissioner against 
an order of the Income*Tax Officer under section a6A. 

The Appellate Tribunal can rectify a mistake in its order- 
if the application is filed within fotir ymr't from the date of the 
Appellat? Tribunal's order. The Appellate Tribunal cannot waive 
the time-limit even if there is sufficient cause for not filing the 
application in time. 
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(ft) An application to the Income-Tax Officer unier section 
37 for re-opening an assessment must be made within one month 
from the date of service of the demand notice. The Income-Tax 
Officer has no power to waive the time-limit. 

(c) The assessee can file an appeal to the Appellate Tribunal 
against an order of the Appellate Assistant Commissioner within 
€0 day^ of the date on which such order is communicated to him. 
The Appellate Tribunal can waive the time-limit if it is satisfied 
that there was sufficient cause for not filing the appeal within 
the period. 

(d) A revision petition before the Commissioner of Income- 
Tax for the cancellation of a penalty has to be filed within one year 
from the date of the order. The Commissioner can waive this time¬ 
limit if he is satisfied that there was sufficient cause for the 
asscssee^s not filing the petition in time. 

(e) An appeal to the Appellate Assistant Commissioner 
against an order of the Income-Tax Officer under section 26 A must 
be filed within 30 daye from the date of receipt of the order in 
question. The Appellate Assistant Commissioner can waive the 
time-limit if he is satisfied that the appellant had sufficient .cause 
for not presenting the appeal within the period. 



CHAPTER 16 

REFUNDS 

Refunds of tax are rocessitated generally by the 
system of “taxation at source'’ as in the case of dividends 
and “deduction at source” as in the case of salaries, 
interest on securities and certain other payments. In both 
these cases the average rate of tax, if any, appropriate to 
the total income or the total world income ( as the case 
may be ) of the recipient of the income is not known at 
the time the tax is assessed or deducted. 

Section 18 (9) makes it obligatory upon the person 
deducting income-tax or supertax to issue a certificate 
specifying the amount of the tax deducted from the 
income concerned and the rate at which it has been 
deducted, and similarly section 20 requires the principal 
officer of a company distributing dividends to issue to 
shareholders a certificate regarding income-tax payable 
by the company. These certificates are accepted by 
Income-Tax Officers as proof that tax has been paid. 
For purposes of refund, dividends are deemed to have 
been taxed at the maximum rate of income-tax -in force 
on the date on whic^i they were declared or made payable. 
In regard to dividends, the date of the meeting at which 
the dividend was declared is the most important date, 
unless the dividend is declared as payable on a specific 
date. In that event it is that specific date wdiich is 
material. The date when a dividend warrant is received 
or when it is cashed is immaterial. The same considera¬ 
tions apply to the certificate regarding the deduction of 
tax from interest on securities. In this case it is the date 
when the tax was ddduoted at source that matters. 

Section 48 provides that when the tax paid ( inolu- 
ding super-tax ) exceeds the amount properly chargeable, 
the owner of the income is entitled to a refund of the 
excess. 


299 



300 


INCOME-TAX 


Under section 48, the right to the refund of excess 
tax is available only to persons who are liable to pay 
taxes and are governed by the provisions of the Indian 
Income-Tax Act, and as a State cannot be an assessee 
it is not entitled to the advantage of that section. In 
Mayurhbanj State hink v, C. I. T. ( 2p I. T. R. ), it was 
held that the State of Orissa, which claimed to be exempt 
from taxation under article 289 (1) of -the Constitution 
and thus could not be an assessee, was not entitled to 
refund of tax with respect to dividends on shares held by 
the Mayurbhanj State Bank ( entirely owned by the State 
of Oris'^a ) in other companies. 

The following are the cases in which a refund of tax 
may be claimed by an assessee ;— 

(1) When the tax is deducted at source from salary 

or interest on securities at a rate higher than 
the rate applicable to the total income of an 
assessee. 

(2) When an assessee derives income from dividends 

and the rate appropriate to his total income 
is less thap the maximum rate at which the 
dividends suffer tax. 

(3) When relief for double income-tax payment is 

duo. 

(4) When income-tax is deducted at the maximum 

rate from payments made to non-residents if 
they are actually chargeable at a lower rate 
of tax. 

(5) When the rectification of a mistake in the assess¬ 

ment under section 35 has the effect of reducing 
the tax paid. 

(6) When an appeo-l against the assessment results 

in a reduction of tax which has already been 
paid. 

(7) When a business, profession or vocation ( which 

was charged to tax at any time under the 
Income-Tax Act of 1918*) is discontinued or 
succeeded by another person. 

Refund on Dividends. A company is chargeable to 
tax on its profits as a distinct legal entity, but under 
section 49 B the tax paid by a company on its profits 
distributed as dividends would be deemed to be paid by 
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€h 0 shareholder only if such dividend is includible in his total 
income. 

Explanation 3 to section 4 (1) provide? that a divi¬ 
dend paid by an Indian company outside India is deemed 
to be income arising in India to the extent to which it 
has been paid out of profits subjected to Indian income-tax. 
The words “by an Indian company” automatically exclude 
dividends declared by any other kind of company. Thus, 
dividends received by non-resident shareholders from 
non-resident public companies operating in India are 
exempt from Indian tax. 

In view of the limited scope of this explanation, 
dividends will be includible in the total income of an 
assessee only if he is a person ordinarily resident, or if he 
is not ordinarily resident, the amount of dividend is 
brought into or received in India. But in the case of a 
non-resident person the amount of the dividend will not 
be includible in his total income and he will not pay 
super-tax on it. The dividend will, however, be includible 
in his total world income but in doing so it would not be 
grossed up under section IG (-2). 

Thus non-residents w'ho claim refund on dividends 
of sterling companies operating in India will no longer be 
entitled to any refund of income-tax. But a person resident 
and ordinarily resident will be entitled to refund as such 
dividends would be includible in his total income. 
Similarly a person resident but not ordinarily’resident 
would also be entitkd to refund if the amount of dividend 
is brought into or received in India. 

Claims in respect of Dividends paid by a company 
assessed to agricultural Income-Tax. Under section 49 B 
(2), income-tax is deemed to include agricultural income- 
tax assessed on a company by any State Government, and 
where any shareholder proves that the company has been 
so assessed to agricultural income-tax, he is entitled to 
have the tai payable by him reduced by a sum equal to— 

(a) the appropriate agricultural income-tax reduced 

by the amount of refund, if any, allowed to 
him by the State Government, 

or, 

(b) the appropriate Indian income-tax on the amonnt 
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of dividend which has nofe been increased under 
section 16 (2) whichever is the less. 

Double Income-Tax Relief. In the case ^ of assessees, 
who have paid income-tax on the same income in India 
and in a foreign country, relief is provided for by refund 
of a portion of the tax so paid in each country in accor¬ 
dance with special agreements entered into with the 
foreign countries. 

Double income-tax relief agreements have been 
entered into by India with the following countries :— 
Kenya, Tanganyaka, Uganda, Zanzibar. Goldcoast, 
Nigeria, Sierra Leone, Gambia, Mauritius and Aden. 

If no such arrangement exists, the Indian income- 
tax authorities on proof being shown of the payment of 
tax in the foreign country on the same income will give 
a deduction of tax (calculated on the income doubly 
assessed at the Indian rate or the foreign rate of tax 
whichever is less) from the total income-tax payable by 
him in India. 

A refund application for this relief is to be made 
within the prescribed period, namely, within four years 
from the end of the assessment year in which the claim 
falls due. 

As regards U. K, and Ceylon, talks are in progress 
for arriving at a “double tax avoidance agreement” 
which would provide in certain circumstances for the 
abatement of tax in respect of income which is assessable 
both to Indian and U. K. (or Ceylon ) tax. This is 
intended to avoid the hardship follovving initial payment 
of full tax in both the countries and claiming a refund 
later on. Such an arrangement now exists between India 
and Pakistan. 

Refund Procedure. The application for refund 
should be in the prescribed form and it should be verified 
in the prescribed manner, and it should be accompanied 
by a return of total income and total world income of the 
applicant. All certificates and dividend warrants must 
accompany the application. The applicant should be in 
possession of the original certificates by competent autho¬ 
rities showing the amount of tax deducted at source in 
order to est^lish the refund claimed. He should also 
produce dividend certificates in original duly discharged 
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to determine the amount of tax treated to have been paid 
thereon. Ordin.arily these certificates -wiil be accepted as 
good proof, but in special circumstances the Income-Tax 
Officer may have to verify them as he is personally respon¬ 
sible to Government for making good any loss caused by 
refunds made which are not due. 

If the applicant is a resident, the application should 
be made to the Income-Tax Officer who has jurisdiction 
over him. If the applicant is a non-resident, the applioar 
tion should be made to fa) the Income-Tax Officer 
appointed by the Central Board of Eevenue or (b) the 
Income-Tax Officer, Non-residents Refund Circle, Bombay, 
if the taxable income of the applicant is made up of income 
wholly taxed at source or dividends or both. 

The application may be made in person or presented 
through a duly authorised agent. It may as well be sent 
by registered post. 

Any false application for refund is punishable, on 
conviction before a magistrate, with simple imprisonment 
up to six months or with fine up to Rs. 1,000 or with both, 

Who can apply for refund ? Any person who finds 
that the amount of tax paid by him or on his behalf in 
any year exceeds the amount with which he is properly 
chargeable under the Act for that year, he can claim refund. 

A minor child whose income is assessed and clubbed 
with that of his father is not entitled to any refund in 
respect of that incorae. Ho can, however, claim refund 
arising out of an’Sr income not so included in the income- 
of his father. In such circumstances it is the father or 
the legal guardian who can claim the refund. 

A wife whose income has been assessed along with 
that of her husband is not entitled to any refund in respect 
of that income. However, in respect of the income not so 
included, she can claim refund. 

When the income of one person is included in the 
total inooiile of spy other person, such other person can 
claim refund pertaining to that income. 

Refund due to a deceased person can be claimed by 
his legal heir, executor or administrator. 

If a person or a company through incapacity, insol¬ 
vency, liquidation or some other cause is unable to claim 
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refund, his trustee or receiver or the company’s liquidator 
can make the claim for refund. 

An agent of a non-resident appointed by the Income- 
Tax Officer under section 43 can claim refund on behalf 
of the non-resident only if he is specially empowered by 
the non-resident to do so. 

An ex partner of an unregistered firm is not entitled 
to apply for refund on behalf of the firm, unless he obtains 
a letter of authority from all the ex-partners of the firm. 

Period of Limitation Under section 48 (2), the 
Appellate Assistant Commissioner and the Appellate 
Tribunal have the power when exercising their appellate 
functions, to order the Income-Tax Officer to make a 
refund of any amount found to have been wrongly paid 
or paid in excess by or on behalf of the assessee. If the 
amount of an assessment is reduced as a result of refer¬ 
ence to the High Court, the amount overpaid would be 
refundable to the assessee under the proviso to section 65 
(7). In such cases no application is necessary for claim¬ 
ing refund, and hence no question of limitation arises. 

Where an excess payment of tax has been made 
on any income, an application for refund becomes neces¬ 
sary, and section 60 provides that such an application 
must be made within four years from the end of the 
assessment year in which such income was chargeable 
to tax. For example, income arising in the year 
1962-53, from which tax has been deducted at source, 
will be assessable in the assessment year 1953-54, and 
the refund in respect of such deduction" at source can be 
claimed at any time before the close of the year 1967-58 
(31-3-1958). 

If the claim relates to relief in respect of a business, 
profession or vocation charged to tax under the Act of 
1918 on its discontinuance or on succession thereto by 
some other person, it should be made within one year 
from the date of discontinuance or succession. Such 
refunds are not governed by the limita-tion period of four 
years. It is one year from the date of discontinuance or 
succession and not one year from the last date of the 
assessment year. If a business charged to tax under the 
Act of 1918 was discontinued on Ist October 1966,* the 
claim should be made upto 80th September 1957. 
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Onus of Proof. The onus of proving the claim to 
refund lies on the applicant. He hae to prove that the 
amount of tax paid by him or on his behalf exceeds the 
tax with which he is properly chargeable. In the case of 
a resident, he should know precisely his total income 
and the relief and rebates that he is entitled to, in order to 
work out the amount with which he is properly chargeable. 
In the case of a non-resident, he should know his total 
income as well as his total world income to work out the 
amount with which he is properly chargeable. 

Mode of Refunding. Ordinarily an application for 
refund is disposed of within three months from the date 
of filing the claim. If the disposal of the claim is delayed, 
the matter should be referred to the Income-Tax Officer 
or the Inspecting Assistant Commissioner. 

If the applicant is a resident in India, the amount 
of refund due to him is ordinarily given by issuing a 
refund due voucher on the Eeserve Bank or State Bank 
or any Treasury or Sub-Treasury. If the applicant is a 
resident and the amount of refund i^ small so that it may 
conveniently be paid by money order, it will be made in 
that form without any cost to the refundee. 

In the case of a non-resident the amount of refund 
is remitted to him by bank draft or money order at his 
cost, unless he appoints an agerit duly authorised to receive 
the payment. 

The amount of •refund, instead of being paid, may 
be set off against any tax remaining payable. 

Exemption Certificate. The necessity of making 
a claim for the refund of tax on interest on securities 
(and also in respect of the tax on salaries, other interest 
and other sums paid to non-residents) can in many cases 
be avoided by obtaining a certificate from the Income-Tax 
Officer to the pffoot that the total income or total world 
income of the* recipi^t is not liable to tax or is liable only 
at a rate less than the maximum* rate. 

In order to obtain an exemption certificate, an applica¬ 
tion should be made to the Income-tax Officer with the 
return of total income. 

.30 
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Appeal. An appeal lies against an order refusing 
refund or reducing it, to the Appellate Assistant Oommis-' 
sioner in the first instance and to the Appellate Tribunal' 
thereafter if the claimant is dissatisfied with tlie order of. 
the Appellate Assistant Commissioner. 

As an alternative to appeal, a person claiming a 
refund may apply to the Commissioner for revision. The 
time limit for such application is one year from the diata 
of the order against which the application is made.. 



CHAPTER 17 

ASSESSMENF OF INDIVIDUALS 

The term “individual’’ mean^j not only a human 
being. It is wide enough to include a group of persons 
forming a unit. It has been held that a corporation created 
by a statute (e. g., a university or a bar council) is also 
included in the term individual. An individual may be a 
man, a woman, a minor or a person of unsound mind. 

An individual is assessed bo inooms-bax and super¬ 
tax at a graded scale of rates according to the amount of 
his total inoeme. An individual is taxed separately, though 
he may happen to be in any of the other units subject bo 
tax. An individual’s tax liability in such oircumsbanoes 
is as follows : - 

n) A< a member of a Hindu undivided family —Any 
sum received by an individual in his or her capacity as a 
member of a Hindu undivided family out of the income of 
the family is exempt from tax, even though the family may 
nob have paid any tax on its income. 

Where the income of a member of a Hindu undivid¬ 
ed family consists of his own personal earnings, such 
income is taxed in histiands as an individual. 

The son of a Hindu does nob acquire by birth any 
interest in his father’s self-acquired property. In respect 
of the income of such property, the father is to be assessed 
as an individual. 

According to Dayabhaga Law, the son does not 
acquire by birth any interest in ancestral property. His 
rights arise for the first time on his father’s death. In the 
father’s lifetime, therefore, the income from ancestral 
property is to be assessed as the ipcome of an individual, 
unless the father himself is a member of a coparcenary 
( i. e., the father himself inherited the ancestral'property ’ 
along with a' brother ). 
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The income of a sole surviving male member of a 
Hindu undivided family governed by Mitakshara Law is 
to be assessed as his personal income if he has no son. 
The exisence of a wife and daughter does not alter the 
position, as the wife and daughters have no right to share 
in ancestral property. Similarly, where a female is the 
sole owner of property which has devolved on her upon 
her husband’s death, the income from the property is 
assessable in her hands as an individual. 

The holder of an impartible estate is also assessed 
as an individual in respect of the income of the estate. 
The assessment of Hindu undivided families is dealt with 
in the next chapter. 

(2) As member of an unregistered firm. A partner 
in an unregistered firm is not liable to tax in respect of 
his share of profits of the firm, if the firm itself has been 
taxed, but such share is included in his total income for 
rate purposes. If the firm has not been assessed by 
xeason of its total income being below the taxable limit, 
each partner’s share of profits will be taxed in his hands. 

(3) As member of a registered firm. A registered firm 
itself has to pay income-tax on its total income when that 
total income exceeds Rs. 40,003. Still a partner of such 
a firm will be assessed on his share of the firm’s income 
along with his other income. He is, however, entitled to 
get (a) a rebate of income-tax on the amount of his share 
of the income-tax paid by the firm and (b) a rebate of 
super-tax on the amount of his share of the proportionate 
income-tax paid by the firm on its income from sources 
other than business, 

(4) As member of an association of persons. The posi¬ 
tion of a member of an association of persons is the same 
as that of a member of an unregistered firm. 

(5) As shareholder in a company. A company is 
chargeable to tax on its profits as a distinct taxable unit, 
and it pays the tax in discharge of its own liability and 
not on behalf of or as agent for its shareholders. How¬ 
ever, when a dividend' is paid to a shareholder by a 
company out of income which is assessed to tax, the 
income tax ( but not super tax ) in respect of such dividend 
is deemed to have been paid on behalf of the shareholder. 

The dividend actually received by a shareholder 
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Dftusfe be grossed up by adding thereto the amount of 
income-tax deemed to have been paid on his behalf by 
the company. It is the gross amount of dividend which 
should be included in his total income. 

Earned income allowance. An individual is entitled 
to earned income relief in respect of all his earned income 
included in the total income. 

A registered "firm, though it pays income-tax on its 
total income, is not given any earned income allowance } 
but earned income allowance is granted to its partners 
if they are actively engaged in the conduct of the business 
of the firm. 

An unregistered firm is entitled to earned income 
relief on the amount of , earned income included in its 
total income. But if an unregistered firm is not assessable 
owing to its total income being below the taxable limit, 
the appropriate earned income allowance in respect of a 
partner’s share of profits of the firm is admissible to him 
if he is actively engaged in the conduct of the business 
of the unregistered firm. 

Where an individual is a partner in a firm ( either 
a registered firm or an unregistered fi/m which has not 
been taxed ) and the vrife and/or minor child of such 
individual are also partners in that firm, then the share 
of his wife or minor child is included in his total income 
under section 16 (3) (ah In such a case the •earned 
income relief is admissible on his own share of profits if 
he is actively engaged in the business of the firm and also 
on the share of his wife or minor child if the wife or the 
minor child is actively engaged in the business of the firm. 

The quantum of earned income relief is explained in 
a subsequent chapter dealing with computation of tax. 

Provisions of section 16 . The following provisions, 
designed to prevent evasion of tax, are contained in 
section 16 

(1) It a person makes a settlement of income upon 
another and the assets whose income is so settled remain 
the property of the settlor, then such income is deemed, 
to be the income of the settlor and is included in his total 
income. 
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(2) If a person makes a revocable transfer of 
assets to another, then the income of such assets is 
deemed to be the income of the settlor and ig included in 
his total income. 

There is, however, one exception to these two rules, 
namely, income arising by virtue of any settlement of 
income or assets, which is not revocable for a period 
exceeding six years or during the lifetime of the tenefi- 
ciary and from which income the settlor derives no direct 
or indirect benefit, is not deemed to be the income of the 
settlor. 

(3) When a transfer of assets has been made, and 
that transfer has been made irrevocable, the income derived 
from such assets will be the income of the transferee, 
except when such a transfer has been made to the transferor's 
wife or minor child, 

(4) The income of an individual’s wife arising from 
the following sources is to be included in his total income *. 

(/) From her membership in a firm of which the 
husband is a partner, or 

(it) From assets' transferred directly or indirectly 
to her by the husband except (a) where the 
transfer■ is for adequate consideration and (b) 
where it is in connection with an agreement to 
live a part. 

((i) The income of an individual’s minor child 
arising from the following sources is to be included in the 
individual’s total income :— 

(/) From his or her admission to the benefits of 
partnership in a firm of which the individual 
is a partner, or 

(/V) From assets transferred directly or indirectly to 
the minor child except (a) where the transfer 
is for adequate consideration and (b) where the 
minor is a married daughter. 

(6) If an individual makes a transfer of assets, other¬ 
wise than for adequate consideration, to another person or 
an association of persons for the benefit of his (transferor’s) 
wife or minor child or both, then the income from such 
assets is deemed to be the income of the individual and 
ehould be included in that individual’s total income. 



ASSESSMENT OF INDIVIDUALS 
llluttrations 


git 


ti) The following arc the particulars of the income o! an 
individual for the year ended 3 ist March 1957 

(a) His salary was Rs. 75 o per month and his travelling 
allowance bills for the year amounted to Rs. 1,660, the 
actual expenditure incurred by him in travelling being 
Rs. i,i 4 o. 

1(6) He contributed one anna in the rupee to a provident 
fund governed by the Pxovident Funds Act of i 9 a 5 , his 
employer contributing an equal amount. Interest on 
his provident fund account for the year amounted to 
Rs, 580. 

(-c) He owns two houses, one of which is let at Rs. i 4 o per 
month and the other (whose annual value is Rs. 850 is 
occupied by him for his own residence. He pays 
Rs. 150 per year as ground rent and insurance charges 
in respect of the first house and Rs. 310 per year in 
respect of the second. The two houses are subject to 
local taxes of Rs. 4 oo and Rs. 150 per year respectively. 
Id) He received Rs. 250 interest from tax-free government 
securities and Rs. 480 (gross) as dividend. 

He is insured and pays annual premium of Rs. 2,350 on his 
life policies of Rs. 25,000. ^ 

Ascertain his total income and exempted income for the 


assessment year 1957-5^- 



Rs. 

I. 

Salary 

• • « 


9,000 

a. 

Interest on tax free securities 

• • • 


250 

3 . 

Income from Property ; 





Rent of house let 

• • • 

1,680 



Less One-half of local taxes 

• •« 

200 



Annual value of^house let 
Value of house occupied 

850 

i, 48 o 



Less One-half of local taxes 

75 





775 




Less One-half thereof 

387 

388 



Annual value of both houses 


1,868 



Less One-sixth for repairs 

3 ii 



Ground rent and 





insurance 

360 

671 

1,197 

4 . 

Income from other sources .* 





Dividend (gross) 


^80 



Excess Travelling Allowance 


520 

1,000 



Total Income 

11,447 



3 ia 


INCOME-TAX 


Exempted Income : 

1. Provident Fund Contribution 552 

2. Life Insurance premium (provident fund contri¬ 

bution and insurance promium together not^ 

to exceed one-fourth of total income or 

Rs 8,000 whichever is less 2,299 

3. Tax-free interest on securities 250 


3,111 

(2) The details of the income of an individual (2 resident 
ordinarily resident for'the year ended 3 ist March 1957 are given 
below, and you are asked to compute his total income and exempted 
income for the assessment year i 957-58 :— 

(а) Salary of Rs, 3 oa per month for the first six months of the 

year, 10% of which he contributed to an unrecognised 
provident fund maintained by his employer, 

(б) On the ist October 1956 he was retrenched, and on that 

date he received from his provident fund Rs. 9,500 (which 
included Rs 6,500 for his own contributions and interest 
thereon). In addition, he was paid Rs. 5,000 by way of 
compensation for the loss of employment. 

(c) From ist December 1956 he secured another job on Rs. 

25 o per month. 

(d) He received during the year (i Rs. 6,000 on account of 

an endowment life insurance policy, (ii) Rs. 1,920 as 
dividend (gross) from a Bombay cotton mill company, 
(iii) Rs. 100 as interest from his post office savings 
bank account, (iv) Rs. 500 as director's fces,*(v) Rs 2,000 
as bis share from the income of a Hindu undivided 
family, (vi) Rs 350 as rent from agricultural land in 
« Agra district and Rs. 1,000 as rent from agricultural 
land in Nepal. 

(e) Rs. 5 , 4 oo being one-third share oFprofits from an unregis¬ 

tered firm. 

if) £ as interest from sterling securities, one-half of which 

was received in Bombay and the balance was reinvested 
in London. 

ig) In May 1956 he started the construction of a residential 

house which was completed in January 1957. It cost 
Rs. 25,000, two-thirds of which was borrowed at 6% per 
annum. The municipal valuation of the house has 
been assessed at Rs. 200. 

He paid Rs. 5 ooo as premium on hisdife policies. 

Rs. 

X. Salary (including Rs. 3 000 provident fund money 

and Rs 5,000 compensation) xo,8oo 

3 . Profits from unregistered firm 5i400 

Other sources: 

Dividends gross 1,920 
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Director's fees 5 oo 

Remitted sterling income at i/6 2,500 

Remitted Nepal income 1,000 

Unremitted sterling income in excess 
of Rs. 4,500 Nil 


Total income 
Exempted income : 

1. Profits from unregistered firm 54oo 

2. Life insurance premium limited to 

one fifth of total income 5 ,ooo 

10,400 


The income of the newly built house is exempt from tax for 
two years from January 1957. 

Rent received from agricultural land in Nepal is not agricul¬ 
tural income, because the land does not pay land revenue in India. 

(3) An American came out to Bombay for the first time on 
1st January 195? to take up the post of chemist in a large chemical* 
works under a five-year agreement and on a monthly salary of 
Rs. 6,000. His other income for the year ended 3 ist March 195? 
was as follows 

(n) Six months^ interest on Rs. 25,000 3% Indian government 
securities. 

(fi) Dividends from Indian companies Rs. 6,850 (gross). 

(c) Rs. 250 as director's fees from a Bombay company. 

(d) Rs. 50,000 agricultural income in America, half of 

which was remitted to him in Bombay in March i 957 . 

He is insured for 5 000 dollars with an American iiisurance 


company and he paid in New York 500 dollars as premium. 


Compute his tax liability for the assessment year 1957-58. 

1. 

Salary 

18,000 

2. 

Interest on securities 

375. 

3 . 

Dividends (gross) 

6,850 


Director's fees 

250 


Remitted foreign income 

25,000 


Total Income 

5o,475 




22,120 


The assessee is a resident not ordinarily resident in India for 
the previous year 1956-57, His earned income consists of salary 
and director's,fees. The American agricultural income cannot be 
taken as earned income when he is employed in India. 

He will pay income-tax on Rs.,2i,625 at i 956-57 rates and on 
Rs. 25 a 5 o at i 957-58 rates, but will get credit for incomc-tax^ 
deducted or collected at source from salary, interest on securities 
and dividends. 

He will pay super-tax on the full amount of his total income^ 
namely, Rs. 50,475, at the 1957-58 rates. 
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( 4 ) The following is the Profit & Loss Account of Mr. Jam* 
Shedji for the year ended 31st March iS 57 


Rs. 


Rs. 

Salaries 40,000 

Gross Profit 

5,00,000 

Allowances to widows of 

Profit on sale of 

deceased employees 3,000 

Postage and Stationery 1,000 
‘Secret Commission 10,000 

{Donation to Bombay 

University zo.ooo 

Rent 6,000 

Contribution to Staff Provi¬ 
dent Fund (recognised) 5,ooo 
Loss on sale of invest¬ 
ments 1,00,000 

Interest on capital 5,000 

Net Profit 3 , 7 o,ooo 

machinery 

5 o,ooo 

5,50,000 


5,50,000 


'a) The original cost of machinery sold during the year was 
l^s. 1,00,000 and its written-down value as on 31st March i 956 was 
Rs. 70 000. 

ib) Mr. and Mrs. Jamshedji have a partnership business 
whose assessable profits for'^the i 957-58 assessment year are deter¬ 
mined at Rs. 60,000 as a registered firm. The whole capital of the 
■firm has been contributed by Mr. Jamshedji and the two partners 
'Share profits equally. 

(c) Mr. Jamshedji has made a revocable deed of settlement, 
the income from which for the assessment year 1957-58 comes to 
Rs. 10,000 from dividends. Under the settlement the whole income 
4S to go to Mrs. Jamshedji for her life. 

(d) Mr. Jamshedji has made another revocable deed of settle¬ 
ment whose income for the assessment year 1957-58 is Rs. 15,000 
from dividends. Under this settlement the whole income is to be 
enjoyed by the three children of the settlor all of whom are minors. 


Prepare the respective tax liabilities of Mr. Jamshedji, Mrs. 
Jamshedji and the trustees for the minor children for the assess¬ 
ment year 1957-58. 


Rs. 

Prefit as per Profit & Loss Account 
Add Expenditure not allowable : 

Secret Commission ... 10,000 

Loss on sale of investments being 
capital loss ... 1,00,000 

Interest on capital ... 5,000 

Donation to Elombay University ... 10,000 


Rs. 

3 , 70,000 


i,35>ooo 


4 , 95,000 
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Less Capital profit on sale of machinery being 

excess of sale price over cost ... ao,ooo 

Taxable Profits 4 , 75 ,ooo 

The written*down value of machinery sold during the year is 
Rs. 70,000 and it must have been sold lor Rs. 1,20,000 in order to 
make a profit of Rs 50,000. Therefore, Rs. 20,000 out of 


Rs. 5 o,ooo is capital surplus not liable to tax 

Mr.Jnm»hedji*s a/isessment for 1956-57 i — 

1. Business Profits : Own business .. 4.75,000 

From registered firm 3 o,ooo 5,05,000 

2* Other Sources : 

Wife^s share of profits from the firm 3 o,ooo 

Income from the two settlements (Dividend) 25,000 

3. Capital Gains 20,000 

Total income 5,80,000 


Mr. Jamshedji will pay income-tax on Rs. 5,80,000 (on 
Rs. 25.000 at 1956-57 rates and on Rs. 5,55,000 at 1957-58 rates', 
and will get credit for income-tax collected at source from dividends. 

He will pay super-tax on Rs. 5 , 8 o,ooo at 1957-58 rates. 

He is entitled to a rebate of both kicome>tax and super-tax on 
Rs. 10,000 (charitable donation) at the average rates of income-tax 
and supertax. 

He is also entitled to a rebate of inconfe tax on his share of 
the income-tax paid by the registered firm. 

Mrs. Jamshedji and the trustees for the three minor children 
are not liable to any tax. 

( 5 ) For the year ended 3 ist March 1957 Dr. X h%d income 


from the following sources :— 

• Rs. 

(a) Income from Profession ... 50,000 

ih) Income from Ground Rent ... 10,000 

(c) Income from Dividends (gross) ... 15,000 

(d) Income from property determined in accordance 
with the provisions of section 9 of Income-Tax 

Act. ... 3 o,ooo 


The property in item (d) is a new property, the erection of 
which was begun on 1st April 1955 and completed on 3 oth Sept- 
tember 1955- • 

Dr. X made an irrevocable deed of trust settlement op xst 
April 1956 for Rs. 5,00,000. The trust deed, inter alia, provided 
as under : — 

The whole of the income of the trust to belong to Mrs. X 
(wife of Dr. X) absolutely during her life-time and after 
her demise the whole income to bt enjoyed by Dr. X if he 
should survive his wife. 
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The whole of the trust funds consisted of shares in joint 
stock companies. 

During the year ended 31st March 195? dividends of Rs. 3 o,ooo 
(gross) were received and the amount paid to Mrs. 3 ^ 

On 3 oth March i 957 all the said shares held by the Trust on 
account of trust investments were sold, pursuant to the powers 
vested in the trustees in that behalf which empowered the trustees 
to change and vary the trust investments from time to time as the 
trustees thought best in their absolute discretion. The amount 
realised on the sale of these shares was Rs. 6,00,000. 

Compute statement of tax liability of Dr. X for the assessment 
year 1957-58. You arc not required to calculate the actual amount 
of tax payable by Dr. X. 

AssHnsment of nr. X for the nvsessn ent year 19o7~58 * 


1. Professional income 

2. Ground Rent 

3 . Dividends (gross) 

4 . Income from the trust in favour of his wife 
(Dividends) 


Rs. 

50,000 

10,000 

15,000 

3 o,ooo 


Total income 


i,o 5 ,ooo 


Income-tax will be payable on Rs. t.05,000 (on Rs. 45 ,000 at 

1956 - 57 rates and on Rs. 60,000 at 1957-58 rates) after deducting 
the amount of income tax deemed to have been paid on dividends. 
Super-tax will be payable on the full amount of Rs. 1,05,000 at the 

1957 - 58 rates. 

Under section 4 ( 3 ) (xii), any income chargeable under 
section 9 in respect of a building erected between ist April 1946 
and 3 ist March 1956 is completely exempt from tax for two years 
from the fiate of its completion, if such building is not used for 
purposes of business. Dr. X has derived an income of Rs. 3 o,ooo 
from the building, which is not used for purposes of his profession. 
Therefore the income of this building for two years from ist 
October 1955 will be totally exempt from tax. 

Under the trust an asset (namely shares) has been transferred 
to the trustees, the whole income of the trust belonging to the 
wife of Dr. X absolutely during her life time The trust is not 
therefore a revocable trust, and under section 16 (i) (c) the income 
of the trust cannot be the income of Dr X But under the trust 
there is a transfer of assets, without adequate consideration, to the 
trustees for the benefit of the transferor's wife. Therefore under 
section 16 (3) (b), the income from the tru,9t is defemed to be the 
income of ihe settlor. Hence, Rs. 3 o,ooo is included in X^s assess¬ 
ment. ' . 

The profit of Rs. i,oo,ooo resulting from the change of invest¬ 
ments is capital profit and is not liable to tax. 

(6) A*s total income for the previous year ending 30th June 
1956 has been computed at Rs. 2,50,000, and the assessment for 
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the year 1957-58 has been completed. Subsequently, however, the 
following facts come to the notice of the Income-Tax Ofliccr : 

A owned 3% government securities of the face value of 
Rs. 10,00,000 interest on which was receivable half-yearly on ist 
May and ist November. These securities were sold by A to B 
(who was an assessee with an income below Rs. 5 ,ooo) on aoth 
October 1955 at a profit of Rs. 25 ,000, which amount had been 
directly credited to A^s capital account as a capital gain. These 
very securities were repurchased by A from B on iith May 1956 
at the original cost price of A. 

Would you consider it necessary to revise the total income of 
A, and, if so, under what particular provisions of the Income-Tax 
Act ? If further action is necessary, what formalities would have 
to be gone through and under what section of the Act ? 

This is a case of bond-washing adopted for the purpose of 
tax evasion. It will be necessary to revise the total income of A 
under section 34 of the Income-Tax Act. The Income-Tax Officer 
will give written notice under section 44E (6) demanding informa¬ 
tion relating to securities and also a notice under section 34 
relating to the revision of assessment. 

Rs. 3 o,ooo being one year's interest on securities will be 
added to the total income of A as a r.sult of the above proceedings 
and his total income will become Rs. 3,80,000. * 

( 7 ) A (a resident and ordinary resident assessee of Bombay 
State) owned a big block of house prope^rty in Ceylon, which yielded 
him an annual income of Rs. 1,00,000 a's computed under section g 
of the Income-Tax Act. 

For purposes of his assessment for, 1957-58 based on the 
income of the previous year ended 3 ist March [ 957 , his income 
from sources other than the above property has been computed at 
Rs. 3,00,000. As for the property he contends before the Income- 
Tax Officer that the income to A from the source was nil for the 
year, as the entire property had been sold by him to another person 
on ist April 1956. ^ 

Probing fully into the entire transaction the Income-Tax 
Officer found that the vendee was a company which was newly 
floated in Ceylon with a subscribed capital of Rs. ao,oo,ooo the 
whole of which .had been contributed by A himself out of his 
accumulated Ceylonese income. The purchase price of the property 
had also been fixed at Rs. 20,00,000. 

Would you include any income from Ceylon property in A's 
assessment ? If so, how much and under what section of the 
Income-Tax Act ? Have any formalities to be gone through before 
the Income-Tax Officer can complete the assessment after such 
inclusion ? 

This is a case of lax evasion *by transferring assets to a non¬ 
resident. Therefore, the Income-Tax Officer must add Rs. 95 5 oo 
(Rs. 1,00,000 being A's income from Ceylon property less statuWy 
allowance of Rs. 4,500) to A's other income of Rs. 3 ,oo,ooo, thus 
making his total income Rs. 3,95,500. This will be done under the 
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provisions of section 44 D of the Act. Before the Income-Tax 
Officer can do so, he must issue a notice under section 34 of the 
Act. 

(8) X, on retirement from the service of the Government of 
India in the Ministry of Commerce and Industry on 30ih Septem¬ 
ber i 956 , received Rs. ao,ooo as gratuity, Rs. 50,000 in commuta¬ 
tion of a portion of his pension and Rs. 6o,ooo as accumulated 
balance from his provident fund which included interest of 
Rs. 12,000. He invested his savings in shares, securities and 
national savings certificates, and he incurred a loss of Rs. 3 ,000 on 
the sale of some shares. 

With effect from ist January i 957 he was rc-employcd as a 
Trade Commissioner on a salary which was equal to Rs. 3 ,ooo per 
month in Indian currency. He was getting a deputation allowance 
of Rs. 750 and an entertainment allowance of Rs. 500 a month. He 
was also provided with rent free quarters. 

He filed a return for the assessment year i 957-58 showing the 


following income :— 

Rs. 

Salary earned in India for six months from which 
tax was deducted at source ... 18,000- 

Interest on securities from which tax was deduc¬ 
ted at source ... 3,ooo 

Interest on national savings certificates ... t, 75 o 

Property 4,000 

Dividend from a sterling company registered in 
U. K. and not brought to India (net) ... 2,000 


28,750 

Less Loss in shares ... 3 ,ooo 


' a*? .750 

Deduction on account of provident fun 4 ... 6,000 


Life insurance premia on his life and that of his wife 6,000 

He received pension of Rs. 6,000 while in England, which ht 
claims as not liable to tax. During the period of three montlw 
when he remained unemployed, he drew up a scheme for the 
industrial expansion of a coraoany and received navment of 
Rs. 6 ,000 which he claimed to be casual income. Although he 
showed his foreign income in the Return he claims that it is not 
liable to tax. 

His return of income showed that he had two hojises—one at 
Bombay and the other at Allahabad. The construction of the 
Bombay house was begun in September i 955 and completed in 
March i9$6. The house was I^t out on a monthly rent of Rs. i,oco 
with effect from 4 pril 195^. For building this house he borrowed 
from a bank and paid Rs. 4 ,ooo as interest He claimed municipal 
tax of Rs. 3,000 ard collection charges of Rs. 2,000. He had also 
an ancestral house at Allahabad, the municipal value of which 
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was Rs. a, 4 oo, in respect of which he paid municipal tax and fire 
insurance premium of Rs. ^o. He stated that the Allahabad 
house was his ancestral residential house^ which was occasionally 
used by the family and there was no income to be taxed. 

Compute the total income and the total world income of the 
assessee. 


I. Salary for 6 months 

Pension (being taxable as it is earned in India) 
a. Interest on securities (presumed to be gross) 
Remuneration for drawing up a scheme for a 
company not being casual income as it was 
earned by the exercise of a vocation 
4. Foreign Income : 

Salary as Trade Commissioner for 3 
months ... 9 ,000 

Deputation allowance for 9 months a, 25 o 
Entertainment allowance for 3 months 1,500 
Value of rent free quarters (assumed 
to be furnished) at iai% of Rs. 11,250 i, 4 o 6 


Rt. 

18,000 

6,000 

3/000 


6 ,oop 


14*56; 

Dividend from sterling company (not 
to be grossed) ... 2,000^ 


* 16,156 

Leas Statutory allowance ... 4 ,500 11,6361^ 


Total income 


44 ^^ 656 . 


The above computation is subject to the follpwjing ren^^rks 
(a) The status of X is that of a resident ordinarily resident 
in the previous year, because he resided for more than rfSa days 
in India and he also maintained a dwelling house at Allahabad. 
Therefore it is not necoesary to compute his total world income, 
the computation of total world income being necessary only in the. 
ca^ of non-residents. 

(A) Entertainment allowance is not now exempt. But if an, 
assessee had regularly been receiving an entertainment allowance 
from his present employer before 1st April 1955 / then a deduction 
is allowed from salary of an amount equal to one-fifth of the 
assessee^s salary (exclusive of any special allowance, benefit or other 
perquisite) of Rs. 7 , 5 oo whichever is less As X was, not receiving, 
the entertainment allowance before 1st April 1955, no deduction 
theiefor is permissible. 

• 

(c) Sums received as gratuity, commutation of pension and. 
accutpulatcd balance of provident fund including interest are totally' 
exempt. Although gratuity is taxable under section 7 , it, is exempt 
if paid to government employees after i6th April 19 ? 0 ; 
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id) Interest on national savings certiEcates is exempt under 
section 4 ( 3 ) (xvii a). 

ie) Income from Bombay property is exempt under section 4 
(3) (xii) for two years after the completion of the building. The 
annual value of the Allahabad house is also exempt, as evidently it 
could not be occupied by the assessee owing to his employment 
being elsewhere and it was not let out. Occasional use by the 
family does not amount to deriving any benefit. 

if) The loss in shares amounting to Rs. 3 ,000 is a capital loss 
as the assessee is not a de aler in shares. 



CHAPTER 18 

ASSESSMENT OF HINDU UNDIVIDED FAMILIES 

At the outset it is important to understand the 
lifference between a joint Hindu family according to 
Hindu law and a Hindu undivided family for purposes of 
Lncome tax. In Hindu law a joint Hindu family consists 
all persons lineally descended from a common ancestor 
a.nd includes their wives and unmarried daughters. But 
for income'tax purposes a Hindu undivided family is one 
which satisfies the following two conditions, namely : 

(1) That the family possesses common property. The 
common property consists of the following :— 

(a) Ancestral property, 

(/») Property acquired with the aid of ancestral 
property, and 

(c) Property acquired by the individual members of 
the family without the aid of .ancestral property 
but treated by them as the property of the 
family. 

Under the Hindu law there is no necessity for joint 
family property to exist in order that there may btr a joint 
family ; and it is a well established principle of Hindu law 
that it is open to any member of a joint Hindu family to 
throw his separate or self-acquired property into the family 
hobchpot and thus treat it as joint family property. He 
can do so even if the hotchpot is enmty. In the language 
used in R. Subramania Iyer v, C /. T. (28 I. T. R. 352), it 
is open to a member of a joint Hindu family to “impress 
upon his separate or self-acquired property the character 
Of joint family property.” No formalities are necessary 
in order to bring this* about, and the only question is one 
of intention on the part of the owner of the separate 
property to abandon his separate rights and invest it with 
the chataoter of joint family property. 

ax 

3ax 
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The “impressing of separate property with the 
character of joint family property” can be done at the 
father’s sweet will and pleasure and by a mere declaration, 
even without a registered document or jJayment of any 
stamp duty. Moreover, if this method is adopted, the 
father can continue bo remain in possession, control and 
enjoyment of the property as kart a of the joint Hindu 
family. 

The income from the self acquired property of a 
member of a joint Hindu family, which has been invested 
with the character of joint family property, becomes the 
income of the family. 

Where the income of a member of a Hindu undivi¬ 
ded family consists of his own personal earnings, it is 
t^reated as his personal income, and nob as joint family 
income, unless it flows from the employment in business 
or otherwise of the joint family property. He is therefore 
assessed as an individual in respect of such income. 

For instance, an assesses, the karta of a Hindu 
undivided family, claimed that a certain sum received by 
him as managing director’s remuneration and director’s 
fees from a company by virtue of a contract entered into 
between him and the company was his personal income. 
The income-tax authorities treated it as the income of the 
family, of which he was the karta, on the ground that the 
necessary shares to acquire the qualification of a managing 
director were purchased out of joint family funds. But 
it was held that, as the remuneration was earned by the 
assesses in consideration of the services which he rendered 
to the company and as there was no detriment to the 
family property in earning the remuneration, the assessee’e 
income as managing director was his personal income and . 
not the income of the family of which he was the karta. 

Although a Hindu undivided family cannot itself 
and directly enter into a partnership, either with one of 
its own members or with strangers, it can do so through 
the medium or the agency of the karta, just as it enters- 
into other contracts through him. If a Hindu undivided 
family enters into a partnership through its karta, the 
income derived by the karta as such partner can bft^ 
treated as the income of the Hindu undivided family. It 
is therefore correct under the income-tax law to treat the 
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partnership income of the karta of a Hindu undivided, 
family the family income, if he is a partner as tho 
representative of the family and if, in order to acquire 
partnership, family funds are utilised. 

There is no presumption in Hindu law that any 
business carried on by a member of a joint Hindu family 
is itself a joint family business. In order to establish that 
the income of a member of a joint Hindu family from a 
partnership business in which he is a partner is joint 
family income, there should be material to show that ho 
had utilised the property or resources of the family in the 
partnership business or that he was in fact representing, 
the family for the share of the partnership he holds. The 
mere fact that the income is entered in the family accounts 
does not lead to the inference that the income is joint 
family income. In order to prove that there is a blending 
of his income with the joint family income it is not suffi-‘ 
cient merely to show that there was a physical mixing. 
In addition, there must be some material to indicate that 
there was an intention on the part of the member to 
abandon his ownership of the in^me and to vest the 
ownership in the joint family (.27 I. T. K. ^ 48 ). 

(2) That there is a Hindu coparcenary. The 
members of a Hindu undivided family consist of the 
following :— 

(a) Coparceners, i. e., persons who on partition would 
be entitled to demand a share, and 

{b) Others, who are only entitled to maintenance 
under Hindu law. 

V In Hindu law there can be a joint family with a 
sin^e male member or a joint family consisting of females 
only ; but for purposes of income-tax there is no Hindu 
undivided family, unless there are coparceners. As explai¬ 
ned below, in Mitaksha^a law, only male members oan>. 
be coparceners, while in Dayabhaga law both male and. 
female members are coparceners. 

Hindu undivided families are governed by two 
schools of Hindu law, namely, Dayabhaga ( ) and 

Mitakshara, the former prevailing in Bengal and the latter 
in the rest of India. The principal features of the two’ 
schools of Hindu law are as follows :— 
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Dayabhaga Law. The sons do not acquire by birth 
any interest in ancestral property. Their rights arise for 
the first time on their father’s death. On the death of 
their father, they take such of the property as is left hy 
him, whether ancestral or self-acquired, as heirs with 
defined shares, and they then form a coparcenary. The 
father can dispose of ancestral property by sale, gift, will 
or otherwise, in the same way as he can dispose of his 
self-acquired property, None of the sons can interfere with 
the father’s title to/or control over the family property or 
his enjoyment of its income. Accordingly in a Dayabhaga 
family, though the father and the son may be spoken of as 
a family, there is no legal significance in describing such a 
family as an undivided family. 

It is for this reason that in the father’s lifetime the 
income from ancestral property is to be assessed as the 
income of an individual, unless the father himself is a 
member of a coparcenary, i. e., the father himself inherited 
the ancestral property along with a brother. 

A coparcenary is formed only when the inheritance 
opens on the death of the father, and there must be two 
or more heirs before a coparcenary can be formed. But 
if any of the male coparceners dies leaving surviving him 
a widow or a daughter, that widow or daughter would be 
admitted into the coparcenary in the place of the deceased 
coparcener. If, for example, a Hindu governed by the 
Dayabhaga law dies leaving three sons, A, B and 0, the 
three sons inherit the property jointly and form a copar¬ 
cenary, although each inherits a defined share. If before 
partitioning their shares B dies leaving a widow BW and 
C dies leaving a daughter CD, then A, BW and CD will 
be members of the coparcenary originally formed by A, B- 
imd C. 

If the father dies leaving only one son, that son 
cannot form a coparcenary, but he will be assessed as an 
.individual, 

f 

Mitakshara Law. The son acquires by birth an 
interest in his father’s ancestral property, and therefore 
after the birth of a son the income from ancestral property 
is to ^assessed as the income of a Hindu undivided family. 
On tiie death of the father there is no change in the position 
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except that the eldest son becomes the manager of the 
family in place of the father. 

The income of a sole surviving male member of a 
Hindu undivided family is to be assessed as his personal 
income if he has no son. The existence of a widow and/ 
or daughter does not alter the position, as the wife and 
daughter have no right to share in the ancestral property. . 

The right to managership of the Hindu undivided 
family is conferred on the father as the head of the family. 
When the father dies, the right devolves upon the senior 
member of the family. The right to become the manager 
depends upon the fundamental fact that the person on 
whom the right devolves is a coparcener of the joint family. 
If a person is not a member of the coparcenary and is 
outside it, he has no right to claim the managership of the 
family and to claim a representative capacity on behalf of 
the other coparceners with reference to the dealings relating 
to the property of the family. The right is confined to 
the male members of the family, as the female members are 
not treated as coparceners though they are members of the 
joint family. 

A widow is no doubt recognised as a member of a 
joint Hindu family, but her right is a right of maintenance 
from and out of the joint family estate. The Hindu 
Women’s Eights to Property Act of 1937 made a departure 
from the Hindu law. It gives the widow of a coparcener a 
limited interest in the share of her husband. The fnterest 
devolving on the wi^ow is a Hindu woman’s estate with 
the limitations and qualifications imposed by Hindu law 
on such estate. A widow cannot become the karta of a 
joiflt Hindu family. 

Under the Mitakshara law, in a joint Hindu family 
consisting of a father and his minor sons the father has the 
power to effect a partition between himself and his sons, 
whether they are majors or minors, with their consent. 
He may divide the properties physically or may only 
bring about a divisioil in status. This division may be 
between himself and his sons or*between the sons inter se^ 
The partition however must be fair and the allotments 
substantially equal. If the ps-rtition is unequal and unfair,^ 
it is open to the sons, if they are majors, to repudiate it 1 bul^ 
if they are minors, it is open to them to set it aside after 
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they attain majority. The partition so made is not void 
tind will be good until it is set aside. The Income-Tax 
authorities, however, have no right to avoid the partition 
on the ground of an inequality in the division and the 
resultant prejudice to the interests of the minors 
{iSI.T.R. }i6). 

Residence of a Hindu undivided family. Under 
section 4A {^), the residence of a Hindu undivided family 
is made to depend upon the place of control and manage¬ 
ment of its affairs. A Hindu undivided family is resident 
in India unless the control and management of its affairs 
is situated wholly without India. Therefore, even if such 
control or management is exercised partially in India, that 
would constitute residence. It is only when the control is 
situated wholly outside India that a Hindu undivided 
family will cease to be resident. 

By control and management is meant not a right 
or power to control and manage but a control and mannge- 
ment actually exercised in relation to the family’s affairs. 
The fact that the manager of a Hindu undivided family 
happens to visit India,for a short stay is immaterial unless 
some specific acts of control are shown to have been 
actually exercised^by him during his stay. 

A Hindu undivided family is ordinarily resident in 
India if its manager is ordinarily resident there. 

Where a Hindu undivided family carried on a 
busine^ outside India, the fact that two coparceners were, 
on behalf of the family, partners in a business carried on 
in India would not render the faftiily a resident. The 
affairs contemplated by the definition in section 4A (h) are 
nob the private or domestic affairs of the Hindu undivided 
family. They must be affairs which are relevant for the 
purposes of the Income Tax Act and which have some 
relation to income ( 27 /. T. R. jpr ). 

Assessment of Hindu undivided families. A Hindu 
undivided family is treated and taxed ( through its karta 
Or manager ) as a separate entity like an individual accord¬ 
ing to its total income,^ and no account is taken of how 
that' income is distributed amongst the individual mem¬ 
bers when such individual members are assessed in respect 
of their separate income. This applies even in cases 
^ere the income of the family is below the taxable 
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minimum and is therefore not liable to tax in the hands 
of the family. The same remarks apply to super-tax. 

A Hindu undivided family is entitled to earned 
income relief in respect of earned income included in its 
total income. 

It is hard that a Hindu undivided family should be 
assessed like an individual, but the hardship is mitigated 
to a certain extent by some special provisions, namely t 
(a) the amount of non-taxable income is higher, (b) the 
surcharge limit is also higher, and (c) relief is granted on 
a higher amount of life insurance premium. 

The maximum non taxable income of a Hindu undi¬ 
vided family is given in the chapter dealing with computa¬ 
tion of tax. 

Under section 15 (2), any sums paid by a Hindu 
undivided family to effect insurance on the life of any 
male member of the family or the wife of any such 
member are exempt from income-tax to the extent of one- 
fourth of the total income of the family or Bs. 16,000 
whichever is less. 

Once a famil}^ is assessed as undivided, it would 
continue, even after partition, to be assessed as an undi¬ 
vided family till an order is passed by the Income-Tax 
Officer under section 25A recognising the partition. 

Jain and Sikh undivided families are treated as 
Hindu undivided families, unless in any particular case 
the assessees claim that they should not be treated as 
such. Where such a claim is put iorward, it^s for the 
assessees to prove* the existence of some special custom 
or practice applicable to the family which would justify 
its not being treated as a Hindu undivided family. 

In the following circumstances, the income is not 
treated and assessed as the income of the family :— 

(/) Where the income of a member of a Hindu 
undivided family consists of his own personal earnings, 
such income is taxed in his hands as an individual 

(/V) The son jf a Hindu does not acquire by birth 
any interest in his father’s self-acquired property. In 
respect of the income of such* property, the father is to be 
assesssed as an individual 

If a father gives his self-acquired property to hi® son 
Ute son takes it as ancestral property, and therefore a 
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business carried on by the son with the aid of such 
property would be joint family business and the joint 
family would be assessable in respect of the profits of that 
business. 

But if the father intended the gift to be merely 
personal to the son, the profits of the business would be 
the individual income of the son and not the income of the 
family. ^ 

(///) Acoordirig to Dayabhaga law, the son does not 
acquire by birth any interest in ancestral property. Hia 
rights arise for the first time on his father^s death. In 
the father’s lifetime therefore the income from ancestral 
property is to be assessed as the income of an individual, 
unless the father himself is a member of a coparcenary, 
i. e,, the father himself inherited the ancestral property 
along with a brother. 

(<V) The income of a sole surviving m Vio member of 
a Hindu undivided family governed by Mitakshara law is 
to be assessed as his personal income if he has no son. 
The existence of a wife and daughter does not alter the 
position, because the wife and daughters have no right to 
share in ancestral property. 

(p) Where a female is the sole owner of property 
which has devolved on her upon her husband’s death, the 
income from the property is assessable in her hands as her 
own individual income and not as the income of a Hindu 
undivided family, notwithstanding that the property may 
be subject to the right of maintenance of the assessee’s 
mother in-law and the assessee and her mother in-law may 
constitute a Hindu undivided family, since there can be 
an undivided family consisting of female members only. 
But it must bo noted that under the Hindu Women^s 
Eights to Property Act, 1937, the position is modified to 
the extent that upon the death of a Hindu, his widow 
inherits, along with the son, the husband’s separate pro¬ 
perty, and she also acquires in the joint family property 
the same interest which her husband had. < Therefore, 
where a father and son are the only male members of an 
undivided family, and the father dies leaving a widow and 
the son, the assessment in respect of the joint family 
property as well as in respect of the separate property left 
by the father would be on the joint family opnsisting ,pf 
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the widow mother and son, both having an interest in the 
property and in the income therefrom, and the assessment 
would not be on the son as an individual. 

(vi) The holder of an impartible estate is also asses¬ 
sed as an individual in respect of the income of the estatOi 
This is explained later in this chapter. 

(wV) Where a member of a joint family carries on 
business on his personal account, the profits would be his 
individual income and not the income of the family though 
he may have borrowed the requisite capital from the 
family funds, and such profits would be taxed in his hands 
as an individual. 

(wV/) Where members of a joint family carry on 
business, on their personal account, in partnership, the 
profits would be the income of the partnership and not 
the income of the family. The firm would be assessed as 
an unregistered firm in respect of such profits. 

There is no presumption that a business carried on 
by a member of a joint Hindu family is joint family busi¬ 
ness, nor is there any presumption that a business started 
even by a karta is joint family business. Consequently, 
with regard to income from a business carried on by a 
member of a joint family, it is not for the joint family to 
prove that it is not the income of the joint family ; the 
burden is on the Income Tax authorities to establish that 
the income is the income of the joint family and not of the 
member. The mere fact that the joint family, owned 
considerable funds is not sufficient to throw the burden 
on the joint family,unless there is evidence to show that 
those funds were used for the purposes of the business 
(ji l, T. R. 27 /). 

Assessment after Partition. Section 25A deals with 
assessment after partition of a Hindu undivided family. 
It is a procedural or machinery section and not a charging 
section. This section appli^'s only when a member of a 
Hindu undivided family claims (at or before the time of 
assessment) that it ha§ become divided; and if the Income- 
Tax Officer, after making due inq^uiry, is satisfied that the 
joint family property has been partitioned among the 
various members or groups of members in definite portions, 
he will pass an order recognising the partition. 

Then the Income-Tax Officer will make an asseaa- 
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ment as if no partition had taken place. This means that 
he has to find out what the total income of the family is 
and calculate the amount of tax payable thereon as if it 
was payable by one unit. Having done that, it^s the duty 
•of the Income-Tax Officer to apportion the amount payable 
by the unit amongst the members of the joint family 
according to the portion of the joint family property allotted 
to each of them. All members are, however, liable jointly 
and severally for the tax assessed on the total income of 
the joint family as such. 

Though section 26A makes the divided members of 
a Hindu undivided family jointly and severally liable for 
the tax payable by the undivided family, there is no provi¬ 
sion in the Income-Tax Act authorising the taxing autho¬ 
rities to levy a penalty on the members of the family after 
they have become divided in respect of concealment of 
income of the family and the penalty imposed cannot, 
therefore, be recovered from the members after the disrup¬ 
tion of the family {31 I T K. 86 f). 

In connection with the partition of a Hindu undivi¬ 
ded family there is a vital difference between partition 
under Hindu law and partition under the income tax law. 
Under the Hindu law, there are three stages in a partition, 
namely 

( i) mere severance in status, 

(//) severance in status accompanied by ascertainment 
of shares either by consent or by a decree of a 
court, and 

(/V/) severance in status, ascertsfinment of shares and 
division of family property by metes and bounds 
according to the shares. 

For purposes of section 26A, severance in status 
alone is not sufficient. What is required is severance 
of status accompanied by ascertainment of shares and 
the division of the property in definite portions. It is 
only then that the order contemplated in section 26A 
can be applied for and made, and.till such an order is 
made the joint family ^continues to exist as a unit, 
although the status may have come to an end. In other 
words, section 26A contemplates a physical division of 
property, but the method of dividing the joint family 
property among the members depends upon the nature of 
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the property. A business, for example, cannot be divided 
into parts in the same manner as a piece of land. The 
'division of a joint family business is possible only in the 
books. On the date of partition of the business, the 
capital of the business is to be divided among the various 
members and each member’s account (newly opened) is 
to be credited with the amount falling to his share and 
all future transactions relating to him (such as with¬ 
drawals, share of profits or loss, etc,) are to be recorded 
therein. There must also be something to show that 
■each member has full power of disposal over the amount 
standing to his credit after partition. 

It may also be pointed out that under certain 
■circumstances there may be a partial partition of a Hindu 
undivided family. The expression “partial partition” 
may refer to two types of cases : (i) cases where one or 
some only of the members go out of the family, and (ii) 
oases where only a portion of the family property is 
divided. 

In the first case the outgoing members will be 
separately dealt with for purposes of taxation and the 
remaining members will be treated as an undivided 
family. 

Secondly, section 25A does not’ prohibit members 
of a Hindu undivided family from entering into partner¬ 
ship in respect of a portion of the joint property which 
they have partitioned among themselves. Th<i section 
has no reference at all to a case in which a Hindu 
undivided family hits parted with an item of its property 
to its individual members and it continues its existence 
at the time of assessment never having been disrupted. 
Thus, if a business belonging to a Hindu undivided 
family is partitioned in a proper way but its immovable 
property is not partitioned, the income from the immov¬ 
able property received by the karta is treated as the 
income of the joint family, but the income from the 
business would be aj^^essed in the hands of members who 
own the business either as partners cr as an association of 
persons. 

Where some of the items of joint family property 
comparatively small in proportion to the entire j6inb 
family assets and producing only a. small income in 
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telafcion to the total income of the family property, haw 
not been divided by metes and bounds for solid and 
substantial reasons (such as practicability, convenience 
or reasonable sentimenb) nob affecting the general bona 
fide intention to become completely separated for all 
purposes, it would not by itself affect the case for complete 
partition. In such circumstances the partition should be 
recognised under section 26A. 

Where a Hindu undivided family or the members 
thereof constitute themselves into a company with the 
assets of the joint family, they create a situation in which 
the rights and liabilities of the members have altered. 
Therefore the normal supposition would be that tbe joint 
family has disrupted. This normal supposition can, 
however, be rebutted by evidence showing that the whole 
transaction is a mere camouflage. 

When several years after a joint Hindu family had 
come to an end any portion of its income is found to 
have escaped assessment, and such income is sought to 
be assessed under section 34, the fiction of the continued 
existence of the family will have to be given effect to, and 
the individual ex-members of the family will still be 
jointly and severally liable for the tax due. Hor the 
purpose of initiating proceedings under section 34, notices 
will have to be served on each individual ex-member of 
the family. 

Receipts from family income. Under the provisions 
of section 14 (1) and section 68, no income-tax and super¬ 
tax are payable by an assesses in respect of any sum 
which he receives as a member of a Hindu undivided 
family where such sum has been paid out of the income of 
the family. Before this exemption can be claimed, four 
conditions must be satisfied, namely : 

(/) That there is a Hindu undivided family ; 

(//) That the assesses is a member of the family ; 

(fit) That the sum is received by such assesses as a 
member of the family ; andp 

(/V) That the sum has been paid out of the income of 
the family. 

If any of these conditions is not fulfilled, the amoupt 
received will be taxable in the hands of the reoipient. 

An individual who is a member of a Hindu undivi- 
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6ed family may be entitled to a share of the income of 
tibe family, because of his or her right to a partition and 
allotment of his or her share on separation or because of 
his or her right to maintenance out of the joint family 
property. Where a sum is so allotted to such an individ¬ 
ual, it is received by such individual as a member of the 
Hindu undivided family. 

It may be that there is a Hindu undivided family, 
and the assessee is a member thereof, but the money is 
allotted to the assessee out of the separate property of the 
karta as a matter of generosity or affection. In such a 
case the assessee would be receiving the amount not as a 
member of the family. 

Impartible Estate. It is an estate which is not divisi¬ 
ble among the several members of a Hindu undivided 
family, but which goes only to a single heir. The succes¬ 
sion to an impartible estate is governed by the general 
law of Mitakshara as superseded by custom and the birth 
right of the senior member to take by survivorship still 
remains. Such right of survivorship is lost only by a 
separation of the claimant from the .undivided family. 

An impirtible estate may consist of landed property, 
house property, securities and other sources of income. 
The income of an impartible estate is the absolute 
property of the holder of the impartible estate and it is 
not received by him as the income of a Hindu undivided 
family. It is therefore the subject of individual assess¬ 
ment. 

Where any house property forms part of an imparti¬ 
ble estate, the income from such property is also assessed 
in the hands of the holder of the impartible estate, even 
though he is not the owner of such property, and this 
provision is an exception to the rule that the income 
from house property is to be assessed in the hands of its 
owner. 

As stated above, no tax is payable by an assessee in 
respect of any sum yrhioh he receives as a member of a 
Hindu undivided family where such sum has been paid 
out of the income of the family. This exemption also 
extends to allowances paid to junior members by the 
holder of an impartible estate belonging to a Hindu un¬ 
divided family, provided the amounts paid are includible 
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in his income and are not payable under a contracbuai 
or other obligation. As a matter of custom the junior 
members of an impartible estate have a right to receive 
maintenance allowances. Therefore any sum received by 
way of maintenance by a junior member of an impartible 
estate is exempt from tax in his hands. But where any 
sum is received under a contractual or other obligation, it 
would be deductible from the income of the holder of the 
impartible estate and would be chargeable in the hands of 
the junior member who receives it. 

Illustrations 

(i) A Hindu undivided family has filed a return for the 
assessment year 1957-58 showing the following income for the 
previous year ended 3ist March 1957 :— 




Rs. 

Property (after deducting one-sixth for repairs) 
Cloth business in Madras and Nagpur 

20,000* 

60,000 

Money-lending business 

Cr. 5o,ooo 


Dr. 10,000 

4o,ooo 

Speculation 

Cr. 6o,oco 
Dr. 4o,ooo 

20,000 

- 


i,4o,ooo 


At the time of assessment, the two branches of the family 
X and Y claim partition under section 25A, relief under section 2 $ 
(4) and registration under section 26A of the Income-Tax Act. On 
inquiry you find that:— 

(а) In i954 a Balance Sheet was dra.'vn up and a separate 

capital account of each branch started in the books of 
the cloth and money-lending business. The profits for 
each business have been actually divided. A partnership 
deed was also drawn up, but neither registration nor 
partition was claimed to get the benefit of a set-off of 
the loss carried forward. 

(б) Shares of the two branches were also fixed in property but 

there was no partition in definite portions. 

(c) Property fetching an annual r«nt of Rs. 10,000 was cons¬ 

tructed in January i956 at a cost of Rs. 1,00,000 from 
the joint funds. 

(d) The assessee produced a copy of the last assessment order 

under the Income-Tax Act of 1918, which showed that 
assessment was made on an income of Rs. 5,ooo (cloth 
shop in Burma Rs. 3,000 and money-lending in India 
Rs. 2/>oo}. 
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(e) The net income from speculation wai^ not divided on the 
ground that in unsettled contracts there was loss. Sepa** 
rate books of account are kept for speculation business. 
if) The debit side of speculation account represents prc^ta 
paid to various persons residing in Ceylon. As they 
were non-residents of India, the assessee says that it took 
the precaution of retaining income-tax at the maximum 
rate and asks for a chalan being given to credit to 
Government account the income-tax of Rs. 10,500 so 
retained. The assessee is unable to furnish the parti¬ 
culars of the payees. 

Pass such orders as are necessary to dispose of the claims and 
prepare the assessments of the parties (Hindu undivided family and 
firm) concerned, assuming that the necessary notices were served 

and complied with by them. u 1 • r 

The following orders would be passed on the claims for parti¬ 
tion, relief under section a 5 (4) registration of the firm 

Section 26 A. The assessee's claim for complete partition 
cannot be accepted, as the house property has not been partitioned 
by metes and bounds and this is a necessary requisite. The fact 
that speculation profits have not been divided also indicates that 
this business is also joint. Therefore, this is a case of partial 
partition of assets whereby the business of cloth and money lending 
has ceased to be the business of the Hindu undivided family. 
Hence income from property and speculation would be assessed as 
the income of the Hindu undivided family and the income of cloth 
and money-lending business as that of the firm. 

Section 25 ( 4 )- According to the facts i)n record, the cloth 
and money-lending business of the family was succeeded to by a 
firm consisting of the members of the family in 1954. A claim under 
section 25 (4) would have been then admissible, but succession and 
partial partition were not claimed in that year, because the assessee ' 
wanted to get the benefit of a set-off of the loss carried forward. 
The claim is not entertainable now in the assessment year 1957-58 
—{16 /. R- 12 ). Hence the claim is rejected. In any event na 
relief is admissible in respect of cloth business as the income 
accrued in 1918 was from a cloth shop in Burma, while the present 
business in Madras and Nagpur was not assessed. 

Section 26 A. The partnership deed and the account books 
evidence a genuine partnership. The profits of the cloth and mon^ 
lending business have been duly divided between X and Y. Regis¬ 
tration is therefore granted under Rule 4 of the Income-Tax Rules. 

* 

Assessment of Hindu Undivided Family 

Income from Property 
Speculation income 


Ra* 

2 o.ooa 

60,000 

—_ 

80,000 


Total income 
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The income of the house constructed in January 1956 is 
exempt for two years. 

No deduction can be allowed for the speculation profits paid 
to non-residents, since the assessee has not proved the payments l)y 
disclosing the identity of payees. His offer to pa^ income-tax 
deducted at the maximum rate from the alleged payees is merely to 
evade payment of super-tax by the family. 

Assessment of Firm 

Rs. 

Cloth business 60,000 

Money-lending business 4 o,ooo 


Total income 1,00,000 

It is presumed that the necessary details have been furnished 
by the assessee in respect of the debits of Rs. 10,000 in money- 
lending account. 

(a) A Hindu undivided family carrying on business in gold, 
silver, money-lending, brokerage and share dealings showed the 
following particulars in the return of income filed for the assess¬ 
ment year 1957-58 :— 



Rs. 


Rs. 

Loss in silver 

1,00,000 

Profit in gold 

1,50,000 

Loss on sale of secur¬ 


Profit in sovereigns 

a 5 ,ooo 

ities 

20,000 

Profit from brokerage, 


Loss in share dealings 

50,000 

interest and commis¬ 


Law charges 

3 o,ooo 

sion 

1,50,000 

Bad Debts 

50,000 

Interest on securities 


Establishment and con¬ 


and dividends 

5 o,ooo 

tingencies 

20,000 



Net Profit 

1,05,000 




3,75,000 


3,75,000 


The examination of the books of account disclosed the 
following facts:— 

{a) Silver account was found debited with loss in hedging 
contract of Rs. 1,00,000 and loss in speculation of silver 
of Rs. 50,000. 

'(&) Law charges included expenses of Rs. 10,000 incurred in 
a criminal case connected with alleged purchase of 
smuggled gold., 

>(c) Bad debts included loss of cas^ of Rs. •xo,ooo by theft 
^ from tijori {iron safe ) in the business premises and 

Rs. 20,000 as an irrecoverable loan given without interest 
to the karta’s brother-in-law whose business failed. 

id) Establishment expenses included salary of Rs. 3 ,000 paid 
to the son of the karta and Rs. 1,000 for purchase of a 
motor bicycle claimed to enable him to attend ofiGice. 
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Compute the total income of the family giving short reasons 
tor allowing or disallowing the items of losses or expenses. 


Net Profit as per statement ... 


Rs. 

I.O'J.OOO 

Less Interest on Securities and Dividends 

(treated separately) 


*)0,000 

Add Loss in silver speculation 

50,000 

55fOoo 

Expenses incurred in a criminal case 

10,000 


Cash stolen from iron safe 

xo.ooo 


Irrecoverable loan not given in the 
ordinary couise of money-lending 

business 

20,000 


Cost of motor bicycle 

1,000 

9 i,ooo 

Add Interest on Securities and Divi¬ 


1,46,000 

dends (assumed to be gross) 


50,000 

Total 

income 

1,96,000 


The above computation is subject to the following remarks— 

(i) The loss of Rs. 50,000 in silver speculation will not be 
allowed, there being no profit from specul’ation in the year. 

(**) Law charges of Rs. 10,000 incurred in a criminal case 
connected with alleged purchase of smuggled ,gold is not an allow¬ 
able deduction { 2 -H /. 7 ’. R. 427 )- 

{Hi) Loss of cash by theft even from the business premises 
cannot be said to be incidental to the trade itself and is not an 
allowable deduction. If it could be proved that the cash formed 
part of the stock-in-trade and the loss occurred due to einbezzle- 
ment of an employee, the case would have been different. But 
normally loss of this kind must be said to arise on account of the 
negligence of the assessee and there is no provision in the Act to 
allow such loss. 

(tw) The loan of Rs. ao,ooo to karta^s brother-in-law without 
any interest is pnmn facie not a business loan. The bad debt 
claim is therefore disallowed. 

(w) The salary of Rs. 3 ,ooo paid to the son of the karta is 
allowed, it being presumed that he actually worked in the business 
{13 /. T R. 410 ). 

(wi) The cost of motor bicycle Rs. 1,000 is disallowed as it 
is capital expencliturc, biA depreciation will be allowed because the 
son of the karta of the H, U. F. is an employee. 

(3) The karta of a Hindu undivided family, carrying on 
business in cotton and piece-goods and deriving income from 
property and investments, while filing return for the assessmeht 
year 1957-58 (the previous year being the calendar year 1956) 
aa 
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claimed that on xst July x 956 a partition of the family took place 
and a registered firm was constituted consisting of six partners. 
Evidence produced showed that property and investments continued 
to be joint and there was no division by mMe» and hounds of all 
assets of the Hindu undivided family, but the capital invested in 
cotton and piece-goods business was divided in three equal shares 
and credited to the accounts of three brothers A, B and C. The 
partnership deed executed on xst July i 956 showed six partners, 
besides the three brothers mentioned above, D (24 years old) son 
of A, E (i 7 years old) son of B, and F wife of C. The minor E 
was admitted to the benefits of partnership. 

One set of accounts was kept for investments and property 
income which disclosed an income of Rs. 50,000 from investments 
and Rs. 24,000 from property. The other set for the cotton and 
piece-goods business, which was closed on 31st December 1956, 
showed a net business income of Rs. 48 ,ooo which was divided and 
credited to the accounts of six partners noted above. 

They filed two returns, one for 6 months for property and 
investments showing an income of Rs. 37,000 and the other showing 
income of Rs. 85 ,000 for the next six months and claimed two 
separate assessments. 

The examination of books of account of cotton and piece- 
goods disclosed that the net income was determined after paying 
a salary of Rs. 3 ,ooa to D and interest on capital of Rs. 3 ,ooo to 
each of the three brothers, 

A scrutiny of the personal accounts of D, B and F disclosed 
credit of Rs. 20.000 in each case as sale proceeds of gold. Though 
proof of sale was produced there was no proof of purchase. Further 
probing and examination of bank books disclosed that the family 
secured an overdraft of Rs. 50,000 from a bank on the security of 
the same gold of the value of Rs. 60,000 in June 1956. The family 
did not show purchase of this gold in earlier years' accounts. 

Assuming that the division of capital in the accounts was a 
genuine affair, how would you compute the income of the Hindu 
undivided family, the firm and individuals ? State also how you 
would deal with petitions under sections 25 A and 26A. 

Before computing the total income, the petitions under sec¬ 
tions 25 A and 26A should first be disposed of. 

Petition wider stction '26A. This is a case of a partial parti¬ 
tion without a diViSion in the joint status of the members and the 
disruption of the family. There was no division by meieft and 
and as a matter of fact the investments and property 
continued to be joint. The division of the capital among the three 
brothers only proves that the cotton and piece-goods business was 
carried on separately under a partnership. It has been held {10 I. T. 
p. 40''») that section 25A does not prohibit members of a Hindu 
undivided family from entering into a partnership in respect of a 
portion of the joint property, which they have partitioned among 
themselves. So, while there will be no order under section a 5 A, 
because the family continues to be joint, there will be separate 
assessment for the partnership business. 
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Petition under eeciion 26 A» As the evidence shows that 
capital was contributed by only three brothers A, B and C, registra¬ 
tion will be allowed recognising only the three brothers as partners, 
D, E and F being merely name-lenders or benamidars. The Income- 
Tax Officer is not bound under the law to apportion the firm^s 
profits among the partners according to the shares specified in the 
partnership deed. He should take into account the actual facts 
and ignore the benamidars ( IH I. T. Ji. 113 ). The salary of D 
will be allowed bicause he actually worked in the business as an 
employee. The share profit credited to the account of the minor 
son E will be added to that of his father B and that of F to that of 


C under section j6 ( 3 ) (a). 

Income of Hindu undivided family : 

Fs. 

Investment income ... 5 o,ooo 

Property income ... 24,000 

Business profits ( half of Rs. 57,000 ) ... 28,500 

Sale proceeds of gold as income from 
undisclosed sources 60,000 

Total Income i,62,5oo 


Though the sale proceeds of gold were credited to the accounts 
of D, B and F, yet the facts show that the gold was the property of 
the Hindu undivided family, because it was pledged with the bank 
as security for a loan. As there is no proof of the purchase of 
this gold in this year or in the preceding years, the sale proceeds of 
gold are taken as income from undisclosed sources. 

Income of registered firm of A, B and Ci 
Income from cotton and piece goods 
business ... 48 .ooo 

Add Interest to three partners ... 9 ,ooo 

» 57;Ooo 

In the returns submitted the assessce has offered the entire 
income of this business to be assessed in the hands of the partners, 
but the partnership came into existence on ist July 1956. There¬ 
fore half of Rs. 57 >ooo is income of the partnership and the balance: 


is the income of the Hindu undivided family. 

Income of individual partners 

ABC 
Rs. Rs. Rs. 

Interest OIF capital • ... 1,500 i, 5 oo i.Soo- 

Share of profit ... 8,000 8,000 8,000 

9,500 9 , 5 oo c,5oo 


iV. B.—These illustrations^ must be studied after going' 
through the chapters deeding with the assessment of firms and 
discontmned businesses. 
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ASSESSMENT OF FIRMS AND ASSOCIATIONS 

Under section 2 ( 6B ), terms ‘firm*, ‘partner’ and 
‘partnership’ have the same meaning respectively as in 
the Indian Partnership Act of 1932, provided that the 
term partner includes any person who being a minor has 
been admitted to the benefits of partnership. 

Section 4 of the Indian Partnership Act, 1932, 
defines partnership as the relation between persons who 
have agreed to share the profit of a business carried on by 
all or by any of them acting for all. It further provides 
that the persons who have entered into partnership with 
one another are called individually as partners and collec¬ 
tively a firm. The name under which the business is 
carried on is called the firm name. 

This definition of partnership has three distinct 
elements, namely ^ (i) That there must be an agreement 
entered into by all the persons concerned ; (ii) The agree¬ 
ment must be to share the profits of a business, not 
necess^-rily its losses as well; and (iii) The business must 
he carried on by all or by any of the partners acting for 
all. All these elements must exist before a group of persons 
can he said to be a partnership. 

There can be no partnership in the eye of law. unless 
there is privity of contract between the parties. If several 
persons are partners, and one of them agrees to share the 
profits derived by him with a stranger, this agreement 
does not make the stranger a partner in the original firm. 
The result of such an agreement is to constitute what is 
called a sub-partnership ; it makes the parties *to it partners 
inter se^ but it in no way affects the other members of the 
principal firm. 

As stated above, the expression partner includes any 
person who being a minor has been admitted to the benefits 
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oi partnership, A minor who has been admitted to the 
benefits of partnership has a right to such share in the 
property and the profits of the firm as may be agreed 
upon—not between him and the partners (for he cannot 
be a party to a contract) but between the other partners. 
If there are at least two persons competent to contract 
among the members of the firm, there is a partnership 
even if a minor has also been admitted to the benefits of 
the partnership. 

A firm cannot legally enter into partnership with 
another firm. It does not, however, follow that because 
a firm is not a partner in another firm, what is described 
as its share in the profits of such firm is not its income. 
Although a firm cannot legally enter into partnership 
with another firm, yet when two firms do enter into a 
larger partnership the larger partnership will be treated 
as one constituted by the members of the two firms, 
provided the firms entering into partnership are also cons¬ 
tituted under instruments of partnership specifying the 
individual shares of partners. Thus, where with a view 
to preventing underselling an association was formed 
between various firms and the association exercised cont¬ 
rol over manufacture and sale and distributed profits 
among constituent members it was held that a partnership 
was formed. 

There may be a partnership of husband and wife. 
Thus, it has been held that a partnership between a 
husband and his wife in which the husband was* almost 
everything in the concern (having the sole control of the 
management, the power of determining the partnership and 
of admitting new partners) was a valid partnership. The 
fact that the control is kept with the husband and that he 
has certain extra rights as a senior partner does nob in any 
sense negative a partnership according to law. 

It is nob essential that in a partnership all the 
contracting parties should be owners of the assets or the 
goodwill of the firm, nor is it necessary that the right to 
borrow money on • behalf. of the partnership business 
should be exercisable by every partner. Under a partner¬ 
ship deed, the two parties to it were entitled to profits 
and to bear losses in equal shares after deducting gne 
anna in the rupee for a temple. Under the agreemeni 
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all the assets of the firm were to continue to belong to 
the first party and the ownership of the firm was to vest 
in him. The second party was debarred from the right 
of borrowing money for partnership business .without the 
consent of the first party. The first party was entitled to 
dissolution of partnership if any dishonesty of the second 
party was found or due to his actions there was loss to 
the business or some bad slur was given to the goodwill 
of the firm. The second party was only entitled to with¬ 
draw his share of the profits of the partnership business 
after they had accumulated to such an extent that they 
exceeded the amount of money invested in the partnership 
business by the first party. If the first party wanted 
dissolution of partnership he had the option of closing 
down the shop at the same time. The right given to the 
second party on dissolution was merely to separate by 
taking away his share of the profits without being entitled 
to insist on the closure of the shop. On a correct 
construction of this deed of partnership, there is a genuine 
partnership. 

The relation of partnership arises from contract and 
not from status. Therefore the members of a Hindu 
undivided family carrying on a family business as such 
are not partners in the business. It is, however, open to 
the members of a Hindu undivided family to divide the 
family business and thereafter to carry on the business 
as partners without dividing the other assets of the family. 
Moreover, a Hindu undivided family may carry on a 
family business exclusively for its cwn benefit or it may 
carry on the business with one or more outsiders as partners 
with the family. 

For taxation purposes a firm may be registered or 
unregistered. A registered firm means a firm registered 
under the provisions of section 26A and an unregistered 
firm means a firm which is not a registered firm. 

Registered Firms 

Registration. The law governing the. registration 
of a firm for income-tax purposes is "contained in section 
26A, supplemented by rules (Rules 2 to 6B) made by the 
Central Board of Revenue. This registration is different 
from the registration under the Indian Partnership Act 
or the Indian Registration Act. 
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A firm as such is not entitled to enter into partner¬ 
ship with another firm or individuals for purposes of 
section 26A. So far as partnership between firms is con¬ 
cerned the Income-Tax Act and the rules framed there¬ 
under do not give the firms constituting the bigger firm 
any legal entity. If firms enter into any partnership the 
partners of the smaller firms would individually become 
the partners of the bigger firm, and unless their individual 
shares are defined and each of them personally signs the 
application for registration, the requirements of law would 
not be fulfilled {zy I. T, R. SS). 

The privilege of registration is given to a firm in 
order to enable it to got the benefit of a lower assessment 
than that which would be levied if the firm remained 
unregistered. If a firm desires to have this privilege, it 
must comply with the requirements of law relating to 
registration These requirements are as follows 

(1) Any firm can make an application under 
section 26 A for registration and the two conditions that 
it has got to comply with are (i) that it must be constituted 
under an instrument of partnership, and (ii) that the 
instrument of partnership must specify the individual 
shares of the partners. If these two conditions are satisfied 
it would be entitled to registration. The section does not 
say that the firm must be constituted by the instrument 
of partnership. It does nob require that the firm must 
come into existence by reason of the intsrument of ^partner¬ 
ship, or that the firm should be the creature of the 
insbrumenb of partnership, or that the firm must nob exist 
prior to the instrument of partnorship being executed. 

• The requiroment of law is that there must be a 
written document which has set up the firm which is 
applying for registration, and which document specifies 
the individual shares of the partners. If a firm comes into 
existence at a relevant point of time in the accounting 
yeaJe carries on business, and then the partners decide to 
ha ,v a written pai^tnership and recite the fact that the 
partnership came into existence on a particular date, that 
partnership deed would be the* instrument of partnership 
under which the firm was constituted. 

But the fact would still remain that the partnerahiip 
was doing business prior to the execution of the instrument 
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of partnership. What must not be overlooked is that 
what is sought to be registered is not the instrument of 
partnership but the firm, and the firm is seeking regis¬ 
tration for the purpose of oerbain indulgence which is 
shown to a registered firm, and if the firm can satisfy the 
authorities that it was carrying on business during the 
accounting period, then the fact that the partnership deed 
was executed subsequently can have no bearing on the 
question of registration. 

If this be the provision of law, then it is not open 
to add any further conditions to section 26A which the 
Legislature itself has not imposed. It would be totally 
opposed to any plain construction of section 26A to suggest 
that only that firm can be registered which has come into 
existence by reason of the instrument of partnership. 

The law does not require that a partnership deed 
should be in w^riting. The agreement of partnership may 
be oral and the oral partnership agreement is as effective 
as a written partnership agreement. It is only for the 
purpose of section 26A and for the purpose of registration 
that an instrument of partnership is necessary, and 
partners who have already started doing business by an 
oral agreement would be perfectly justified in saying to 
themselves '• ‘‘We» want our partnership to be registered. 
The income-tax law does not permit us to do so unless 
we have an instrument in writing, and therefore we will 
now proceed to have an instrument in writing ” 

The above requirements of section 26A were laid 
down by the Bombay High Court in ..Dwarkadas Khetan db 
Cg, V. C. /. T. {2^ I. T. K. poj). The Calcutta High Court 
in R. C. MiUer (b Sons v. C. I, T. {28 1 . T. R. took 
a contrary view, and it held that no registration can be 
claimed under section 26 A with respect to any assessment 
year, unless at or prior to the commencement of the 
relative accounting year there was an instrument of 
partnership creating the firm and unless such an instru¬ 
ment governed the distribution of profits jin the said 
accQunting year. 

(2) An application dor registration should be made 
to the Income-Tax Officer on behalf of the firm. It should 
be \n the prescribed form and signed by all the partners 
{ not being minors ) personally. It cannot be signed even 
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by a duly authorised agent on behalf of a partner. In the 
base of a dissolved firm it is to be signed by all persons 
( not being minors ) who were partners in the firm immedi¬ 
ately before dissolution and by the legal representative of 
any such partner as is deceased. 

When initial registration of a firm is sought, the 
application therefor has to be made before the close of the 
firm’s accounting period or within six months of the for¬ 
mation of the firm, whichever is earlier. 

A firm, which is registered with the Eegistrar of 
Firms or whose partnership deed has been registered with 
the Sub-Eegistrar, is permitted to make the application 
at any time before the close of the firm’s accounting year. 

If a firm has once been registered by the Income- 
Tax Officer, the registration can be renewed year after year 
on application by the partners of the firm. Application 
for renewal of registration should be made before the 30th 
June of each assessment year. 

The time limits mentioned above can bo extended 
by the Income-Tax Officer if the firm satisfies him that 
the delay in making the application was due to sufficient 
cause. It is however in the interests of the firms them¬ 
selves to make the necessary applications within the 
prescribed time. 

(3) The firm must be constituted under an instru¬ 
ment of partnership. The term “instrument of partner¬ 
ship” is not confined to a deed of partnership. The 
agreement of partnership may be contained in one or 
more documents or is letters of the partners. 

Eegistration cannot be refused merely on the ground 
that the instrument of partnership is not complete, that 
is, it does not contain in itself the complete agreement 
constituting the partnership but requires supplementing by 
other evidence. The instrument of partnership which 
is to be registered must be one which was in force in the 
accounting year, since it is the income of the accounting 
year which is the subject of charge and which is to be 
apportioned between fee partners for the purpose of compu¬ 
ting the tax payable by each indfvidual partner. 

(4) The instrument of partnership must specify 
the individual shares of the partners. Unless it does'so 
it cannot be registered. It is open to the partners oi a 
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business to agree not to take the whole of the profits of 
the partnership for their own personal use and to reserve 
a part of the profits for oharitable purposes. When two 
or more persons enter into a partnership agreement with 
epeoified shares and provide that a certain share of the 
profits should nob be distributed between the partners bub 
should be kept in a separate charity fund, there is no 
legal defect in the partnership. 

(6) The partnership should be genuine and not a 
bogus one. When an application for registration of a 
firm is made, the Income-Tax Officer is entitled to examine 
whether the partnership is genuine, whether each of the 
partners mentioned therein is a real partner, whether the 
shares are specified properly, whether the shares specified 
are real ones, and whether the profits which are to be 
distributed under the instrument of partnership will truly 
be the profits of those particular individuals. If he finds 
that there is no genuineness with regard to any of these 
things, it is open to him to reject the application on the 
ground that there is no genuine partnership brought into 
existence by the partnership agreement. Where a part¬ 
nership is genuine and actually exists in the terms of the 
agreement, the fact that it was formed with a view to 
diminishing the incidence of tax is irrelevant and would 
nob justify a refusal to register. 

The Income-Tax Officer can also refuse registration 
if he finds that the partnership purported to be created by 
the instrument is not valid or has no existence in law. 

There is nothing in the Act to ‘prohibit the members 
of a Hindu undivided family, while remaining joint from 
entering into a partnership in respect of a business, being 
a portion of the joint property, which they have partitioned 
among themselves, and that registration of such a partner¬ 
ship should not be refused merely because the joint family 
as such continues to exist. 

Kegistration, under section 26A, of a firm formed 
for an illegal purpose stands on a different 'footing from 
taxation of the profits of a business tainted with illegality. 
As the object of the firni is unlawful and as the partner¬ 
ship contract under which the firm was constituted was 
wholly void, it is open to the Income-Tax Officer to refuse 
registration of the firm. 
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A Hindu, who was assessed to tax as the manager 
of a Hindu undivided family in respect of a business 
carried on by him, died leaving behind him six minor 
sons and a widow. The widow purporting to act as 
guardian of the minor sons entered into a partnership in 
respect of the business with a stranger and sought to 
register the instrument of partnership under section 26A. 
It was held that under the Hindu law the widow could 
not become the karta of a Hindu undivided family, and 
the partnership could not therefore be registered. 

Certificate of Registration. If, on receipt of the 
application, the Income-Tax Officer is satisfied that there 
is or was a firm in existence constituted as shown in the 
instrument of partnership and that the application has 
been properly made, he shall note at the foot of the 
instrument the fact of its being registered. The certifi¬ 
cate of registration thus granted shall have effect only for 
the assessment to be made for the year mentioned therein. 

Any firm to whom a certificate of registration has 
been granted may apply to the Income-Tax Officer for its 
renewal for a subsequent year, and the procedure will be 
the same as in the case of original registration. 

Cancellation of Registration. The registration of a 
firm may be cancelled under section 23 (4) in any of the 
circumstances which warrant a best judgment assessment. 
Moreover, if the bogus nature of a firm comes to the 
notice of the Income-Tax Officer after the firm is registered 
he has the power under Rule 6B to cancel the certificate 
of registration. * 

The registration of a firm does not prevent the 
Income-Tax Officer from determining whether the income 
shWn as the income of a partner therein is really his 
own income or the income of another. If he finds that 
one of the partners, whose name is introduced in the 
instrument of partnership is simply a nominee of another 
partner, he may include the nominal partner’s income 
in the income of the real partner. In other words, the 
Income-Tax Officer *is not bound to apportion the firm’s 
profits among the partners * according to the shares 
specified in the partnership deed. 

A registered firm consisted of three partners {the 
assessee, his son and his brother ) whose shares were duly 
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specified in the partnership deed ; but the son was found 
to be merely a name-lender or benamidar and his share 
in fact belonged to the father. It was held that the 
registration of the firm did not prevent the income-tax 
authorities from including in the father’s total income 
not only his own share of the profits but also the share of 
the profits which was nominally taken by his son. 

The Income-Tax Officer cancelled the registration of 
a firm for 1950 51 and 1951-52 and refused renewal of 
registration for 1952-53. The assesses firm applied to the 
High Court for a writ of certiorari quashing the orders 
of the Income-Tax Officer on the ground that the proceed¬ 
ings were invalid as no notice was given of the intention 
to cancel the registration for the previous years and to 
refuse renewal ' of registration { 2 ^ 1. T. R. 342 ). It was 
held by the High Court : — 

(/) That as the cancellation of registration as well 
as refusal to renew registration resulted in 
deprivation of the property of the assesses, 
opportunity should have been given to it to 
show cause against the proposed order, and 
that notice was therefore necessary ; 

(//) That by giving notice under section 93 (2) it 
could not be said that notice was given for the 
consideration of the question whether the 
registration should be cancelled or renewed 
or not; 

[ifi) That there was no right of appeal either under 
the Income Tax Act or .under rule 6B of the 
Income-Tax Rules so far as the order cancel¬ 
ling the registration for 1950-51 and 1951;52 
was concerned ; 

{iv) That the order refusing renewal of registration 
was based upon the order cancelling the 
registration for the two previous years and 
the petitioner had no remedy against the 
latter; ‘ . 

{v) That therefore the proceedings were invalid and 
liable to be quashed by a writ of certiorari 

Assessment of Firms 

For ascertaining the taxable profits of a firm, the 
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firm is treated as a separate entity apart from the members 
composing it. But under section 10 (4) (b) nothing paid 
to any partner by way of salary, interest, commission or 
any other remuneration is deductible. 

Section 16 (1) (b) lays down the method of allocation 
of the assessable income of a firm among its partners. 
By virtue of this section each partner’s share of the firm’s 
assessable income is not the actual income derived from 
the firm but a conventional one calculated in the following 
manner : — 

(a) The profit or loss of the firm is first computed in 

accordance with the provisions of section 10 ; 

(b) Out of the firm’s income so computed, payments 

made to partners on account of salary, interest, 
commission or other remuneration are deduc¬ 
ted : and 

{c) Finally, the balance of the firm’s assessable 
inojme is distributed amongst the partners 
according to their profit-sharing ratio. Where 
the total income of a firm inoludes*any re¬ 
cognised charitable donation, such donation 
should be apportioned amongst the partners, for 
purposes of rebate, according to their profit- 
sharing ratio. 

In the case of a firm which has discontinued 
business, section 44 provides that all the persons who 
were partners at the time of such discontinilsmoe are 
jointly and severally liable to assessment and are also 
liable for the amount of tax payable where the assessment 
has been made on the firm but the tax has not been 
-Twovered from it. 

Under the second proviso to section 26 (1), where 
the tax assessed upon a partner cannot be recovered from 
him, it shall be recovered from the firm. 

Illustration 

k, B and C are partners in a firm sharing profits and losses in 
the proportions of two-ftfths, two-fifths and one-fifth respectively. 
The Profit & Loss Account of t^p firm for the year ended 31st 
December i 956 is as under :— 

Rs. Rs. . 

Sundry Trade Expenses 5 o,ooo Gross Profit x,45*,obo 

Interest on Capital x Dividends (gross) 5 ,coo 

A 


3POO 



350 


INCOME-TAX 


B 

2,000 

C 

1,000 

Salary to B 

6,000 

Commission to C 

3,000 

Net Profit 

85,000 


i, 5 o,ooo 


1,50,000 

Compute the assessable income of the 

firm and : 

allocate it 

amongst the three partners. 

Computation of Firm s Total Income. 

Rs. 

Rs. 

1. Business Profits : 

Net Profit as per Profit & Loss Account 

85,000 


Add Expenditure disallowed : 

Interest on Capital 6,000 

Partner's salary 6,000 

Partner's commission 3 ,ooo 

i5,coo 


Less Dividends not being business 
profits 

1,00,000 

5,000 

95,000 

3. Dividends gross 


5.000 

Firm^s total Income 

1,00,000 

Its allocation amongst jjartners : 

A 

B 

c 

Rs. 

Rs. 

Rs. 

Interest on capital 3 ,ooo 

2,000 

6,000 

2,000 

Salary < 

_ 

Commission — 

•— 

3,000 

Balance of total income (2, a and i) 34 »o«o 

34,000 

17,000 

37,000 

42,000 

21,000 


(a) Registered Firms 

Income-Tax. Prior to the assessment year 1956-57, 
a registered firm did not itself pay any tax, but the part¬ 
ners were directly assessed to tax on their shares of profts 
at their personal rates of tax. This position was changed 
by the Finance Act, 1956. • 

For assessment years 1956-57 and onwards, income- 
tax is payable by a registered firm, whose total income 
exceeds lis.40,000 at the rates specified in the Finance Act. 
For the assessment years 1966-57 and 1957-68 these 
rates are as follows 
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1966-57 1957—5& 

(1) On the first Rs.40 000 of total income , Nil Nil 

(2) On the next Rs.35,000 of total „ 9 p. per Re. 5 % 

(3) On the next Rs.75,000 „ „ „ 12 „ „ 6% 

(4) On the balance of total income 18 „ „ 9% 

As regards the partners, they will continue to be 
assessed to tax directly as before on their share of profits, 
but they will get a rebate of income-tax at their personal 
rates on their share of tax paid by the firm under the new 
provisions. 

Super-Tax. Under section 64, a registered firm is 
not liable to super-tax. The share of each partner in the 
firm’s income is added to his other income, and he is then 
individually assessed to super-tax. 

Where a registered firm has paid income-tax, each 
partner is entitled to a rebate of super-tax at his personal- 
rate on his proportionate share of the income-tax paid by 
the firm, calculated, at the rate applicable to the firm's, 
total income, on income other than the business income of 
the firm. 

lllvstration 

A registered firm with three partners, A, B and C, sharing: 
profits equally, had the following income for the year ended :?rst 
March i957 

Rs. 

Property ... ... 30,000 

Business {including Rs, 30,000 on account of 
salary and interest to partners) ... 40,000 

Other Sources ... 4b’ooo 


1,00,000 

—Calculate the amount of income-tax 
the amounts on which the partners are 
income-tax and super-tax in their individual 
that partners have no other income. 

The income-tax payable by the firm 
1957-58 is as under :— 

On the first Rs.4o,ooo 
On*the next Rs.35.ooo at 5 % 

On the next Rs.25,000 at 6% 


3,25o 

The appropriate income-tax on the firm^s income from sour^ 
other than business is 


payable by the firm and 
entitled to get rebate of 
assessments. Assume 

for the assessment year 
Rs. 

Nil 

••• ^»75o 

... i,5oo 
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3 , 25 o X 60,000 
1,00,000 


Rs. 1,950. 


Therefore, the partners are entitled to get ^bate on the 
following amounts in their individual assessments : 



Rebate of 

Rebate of 


Income-Tax 

Super-Tax 


Rs. 

Rs. 

A ( 1 / 3 ) 

1,083.34 

65 o 

B ( 1 / 3 ) 

... 1,083.33 

65 o 

C ( 1 / 3 ) 

... 1,083.33 

650 


3,25o.oo 

i, 95 o 


Where any partner of a registered firm is non-resident 
or where the Income-Tax Officer is of opinion that a 
partner of a registered firm is residing in Pakistan, such 
partner’s share of the firm’s income has to be assessed on 
the firm and the amount of tax payable has to be deter¬ 
mined at the rate which would have been applicable if the 
same income had been assessed on him personally. The 
amount of tax thus determined has to be paid by the 
firm. 

Set-off and Carry-forward of Losses. This has al¬ 
ready been explained in a previous chapter. 

Earned Income Relief. In the case of a registered 
firm or an unregistered firm assessed under section 23 (6) 
(b), earned income relief is admissible to the partners by 
whom tax is payable and who are the assessees, if they 
take part in the business of the firm 

Where a registered firm is assessed in respect of the 
share of profits of a non-resident partner, the earned Jp- 
come allowance appropriate thereto would be admissible 
in determining the tax payable by the firm on behalf of 
the partner provided the partner is actively engaged in 
the conduct of the business of the firm. 

Wrong Distribution of Profits. Where the profits of 
a registered firm have been distributed otherwise than in 
accordance with the shares of the partners as shown in 
the instrument of partnership, and any partner has there¬ 
by returned his income below the real amount, the Income- 
T^x Officer can impose a penalty, under section 28 (2), 
on the partner concerned and no refund or other 



ASSESSMENT OF FIRMS AND ASSOCIATIONS 3 n 


tidjastmerit would be claimed by any other partner on this 
account. 

(b) Unregistered Firms. 

The assesyablQ profits of an unregistered firm are 
allocated amongst the partners in the same way as the 
profits of a registered firm and the assessment of the un- 
unregistered firm and its partners is made as follows : 

'Income-Tax. An unregistered firm is assessed like an 
individual according to the amount of its total income. If 
the total income is below the taxable limit, no income-tax 
is payable by the firm. 

The partners of an unregistered firm are not entitled 
to refund nor are they taxed on the profits from such a 
firm if it has been taxed, but their shares in the profts of 
the unregistered firm are included in their total income 
for fixing the rate at which they should pay tax on their 
other incomes. Whore an unregistered firm as such pays 
no tax owing to its total income being less than the taxable 
minimum, the partners are liable to pay tax on their 
respective shares of its profits along with their other 
incomes. 

Super-Tax. An unregistered* firm is also assessed 
to super-tax like an individual, and super-tax is not payable 
by a partner on his share of the firm’s profits if the firm 
itself has been assessed to super-tax, such share being 
excluded from his total income. 

Where the total income of the individual partners 
is very much higher than that of an unregistered firm, it 
is advantageous for the firm to remain unregistered. But 
in order to prevent this tax evasion, section 23 (5) (b) 
provides that, in the case of an unregistered firm, the 
Income-Tax Officer may, instead of determining the amount 
of tax payable by the firm itself, assess the total income 
of each partner, including therein his share of the firm’s 
income, and determine the tax payable by each partner 
on the basis of such assessment, if, in the Income-Tax 
Officer’s opinion, th§ aggregate amount of the tax includ¬ 
ing super-tax, if any, ]:ayable by the partners under such 
procedure would be greater tbran the aggregate amount 
which would be payable by the firm and the partners indi¬ 
vidually, if separately assessed. > 

23 
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In a case where the above method of assessment is 
adopted and where any partner of an unregistered firm is 
non-resident or is residing in Pakistan, such partner’s 
share of the firm’s income has to be assessed op. the firm 
and the amount of tax payable has to' bo determined at 
the rate which would have been applicable if the same 
income had been assessed on him personally. The amount 
of tax thus determined lias to be paid by the firm. 

Set off and Carry-forward of Losses. This has already 
been explained in a previous chapter. 

Earned Income Relief. Where an unregistered firm 
itself is assessed to income-tax, it is entitled to earned 
income relief in respect of all earned iiuiome included in 
its total income. In such circumstances, a partner of an 
unregistered firm is not entitled to any earned incctoae 
relief in respect of his share of the profits of the firm, 
which is included in his total income for.rate purposes but 
which is not taxed. 

If an unregistered firm is not liable to pay tax 
because its total income is below the taxable limit, the 
appropriate earned income allowance in respect of a 
partner’s share of profits of the firm will be admissible to 
him, if he is actively engaged in the conduct of the business 
of the firm. 

The assessment of a partner of an unregistered firm 
on his sharo of the profits in the firm is not illegal on the 
ground that the unregistered firm of which he is a partner 
has not been first assessed to tax. There may be cases 
where the department may find it dif^cult to establish the 
identity of the unregistered firm or to establish a contract of 
partnership or where there may be a denial on the part of the 
assessee himself that he is a partner in a firm. It is difficult 
to understand wliy in such cases the income-tax authorities 
should bo deprived of their right to proceed against the 
asscsseo who may ultimately bo found to be a partner of an 
unregistered firm. Section 3, therefore, advisedly and 
clearly gives an option to the income-tax authorities either 
to assess the unregistered firm and th(^n proceed to assess 
each individual partner of that firm or not to assess the 
unregistered firm at all but to assess each individual part¬ 
ner and include his share of the profits in the firm in hjs 
assessment. But the choice must be carefully exercised 
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and the department must always remember that in exer¬ 
cising the choice it is not in any way prejudicing the 
assessee or depriving him of the right or adding to the bur¬ 
den of taxation which he has to pay. The Indian Income- 
Tax Act is a taxing statute and therefore the Courts must 
be zealous to see that no right which an assessee has under 
that Act has been taken away by any action on the part 
of the department. Even though it may not bo obligatory 
upon the department to follow a particular procedure the 
Court will insist upon the department following the proce¬ 
dure if that procedure leads to a beneficial result as far as 
the assessee is concerned and the procedure followed by the 
department is prejudicial to the assessee. But in such a 
case it would be a question of each individual assessee and 
the rights of each individual assessee. Where there is a 
prohibition or there is an obligation or a condition prece¬ 
dent, no question of prejudice can arise nor is the question 
of prejudice relevant. But in the absence of these provi¬ 
sions, it would be for the Court to scrutinise each case of 
assessment and if the assessee contends that prejudice has 
been caused to him then it would , be for the Court to 
consider whether the assessment should bo upheld or not 
( 2/ I. T. R. 6j8 ). 


Illustrations 

(i) A firm had three partners A, B and C with shares of 4 , 3 
and I respectively. The firm^s Profit & Loss Account for the year 
1956 showed a net loss of Rs. 16,000 after charging the following 
items :—Interest on Capit'vl ; A Rs. 3 ,ooo ; B Rs.3,000 ; C Rs, 1,000 ; 
and C's salary Rs. 2,000. 

A's taxable income from other sources was Rs. 5,000 while B 
had no other income. 

Explain how assessment would be made (a) when the firm is 
registered and (b) when it is unregistered. 

After making adjustment for interest on capital and partners^ 
salary, the firm's loss would be Rs. 8,000 and the respective shares 
of the three partners would be as follows :— 

ABC 




Rs. 

Rs. 

Rs. 

Interest on capital 


3,000 

2,000 

X ,000 

Salary 

• 

• 


2,000 

Share of firm's loss 

• • • 

-8,000 

-6,000 

-2,000 



-5,000 

-4,000 

x,ooo 
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(a) When the firm is registered* 

A can set off his share of the firm^s loss (Rs. 5,000) against 
his other income of Rs. 5,000, and therefore he will not be liable 
to pay any tax. 

B can carry forward for 8 years his share of* the firm^s loss 
(Rs. 4,000) for set-off against his future share of profits from the 
same firm or against any other business profits. 

C is not liable to tax as his total income is only Rs. x,ooo. 

(b) When the firm is unregistered. 

The unregistered firm itself can carry forward for 8 years its 
loss of Rs. 8,000 to be set off against its future income. 

A cannot set off his share of the firm's loss against his other 
income. He will therefore have to pay tax on full Rs. 5,000. 

B cannot carry forward his share of the firm's loss, and C is 
not liable to any tax. 

(2) A and B arc equal partners in a registered firm, whose 
Profit & Loss Account for the year ended 31st December 1956 is 
given below:— 




Rs. 



Rs, 

Salaries and Bonus 

• • • 

4,000 

Gross Profit 

... 34,600 

General Expenses 

■ • • 

6,000 

Bank Interest 

... 1,000 

Sales Tax 


3,000 

Profit 

on sale of 

Rent and Rates 

• • • 

1,300 

investments 

3,000 

Depreciation Reserve 

• • • 

1,200 




Bad Debts written off 

• « * 

3 oo 




Bad Debts Reserve 


800 




Advertising 

• • • 

2,000 




Subscriptions and Charity 

• • • 

1,000 




Loss on sale of motorcar 

• 

2.000 




Interest on Capital; A 


1,500 




B 

• • • 

i, 5 oo 




Partners' Salaries ; A 

• * 4 

1,200 




‘ B 

• •• 

1,800 




Commission to B 

» • a 

1,000 




Net Profit 


10,000 






38,600 




(a) General expenses 

include 

Rs.2oo 

legal 

charges for 


drawing up a new partnership deed. 

(6) Advertising represents Rs. 7 oo cost of permanent signs 
aind Rs.i, 3 oo cost of insertions in trade journals. 

(c) Subscriptions and charity include (i) Rs.200 subscription 
to a trade association (ii) Rs 600 cost of C9nstructing a chappar for 
refugees and (iii) Rs-20o donation to a school. 

(d) The motorcar was used entirely for private purposes of 
the partners. 

(e) The amount of allowable depreciation is Rs. 5 oo. 

“ The other income of the partners was as follows 

A—Interest from securities (gross) Rs. 5,000; Dividends 
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(gross) Rs.3,000 ; Foreign income not remitted to India 
Rs.3,000. 

B—Interest from securities (gross) Rs.7,000; Dividends 
(gross) Rs.4,000; taxable income from property Rs.5,000 ; 
Foreign income not remitted to India Rs 1,000. 

Compute the taxation liability of A and B, assuming that 
both of them are resident and ordinarily resident in India. 



Rs. 

Rs. 

Profit as per Profit & Loss Account 


10.000 

Add Expenditure disallowed : 

Depreciation Reserve 

1,200 

800 


Bad Debts Reserve 


Interest on Capital 

3,000 


Partners' salaries 

3,000 


Partners' commission 

1,000 


Legal expenses 

200 


Advertising being capital expenditure 

700 


Subscriptions and charity 

800 


Loss on sale of motorcar 

2,000 

12,700 



22,700 

Less Profit on sale of investments being 

capital profit 

3,000 


Depreciation allowance 

500 

3,500 


Firm's assessable profits 19,200 


The capital profit of Rs.3000, is not taxable, as it is less than 
Rs.5,000. 


Allocation of firings total income between partners 

Interest on capital 
Salary 
Commission 
Bai^an ce of income 


Assessment of A and B for 1957 ' 5 S 


1. Interest on.Securitie| (gross) 

2. Property income 

3. Business profits 

4. Dividends (gross) 

Foreign income being less than Rs.4,500 


A 

B 

Rs. 

• Rs. 

1,500 

i, 5 oo 

1,200 

1,800 


1,000 

6,100 

6,100 

8,800 

io, 4 oo 

A 

B 

Rs. 

Rs. 

5,000 

7,000 

— 

5,000 

8,800 

io, 4 oo 

3,000 

4,000 


• 


Total income 


,x6,8oo1 26,4oa 
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The registered firm itself is not liable to income-tax as its 
* total income does not exceed Rs. 4 o,ooo. 

A will pay income-tax on Rs.i 6 , 8 oo (on Rs. 8 ,ooo at 1956-57 
rates and on the balance at 1957-58 rates). B will pa/ income-tax 
on Rs,26,4oo (on Rs. 11,000 at 1956-57 rates and on the balance at 
1957-58 rates). Each will get credit for the income-tax deducted 
or collected at source in respect of interest on securities and 
dividends. 


(3) X is the proprietor of two separate businesses called A 
and B He made a net profit of Rs. 5 o,ooo in business A and 
suffered a loss of Rs.80,000 in business B. He also received 
Rs.60,000 as his share of profits from an unregistered firm. What 
is the taxation liability of X ? 

Statement of Total Income 

Rs. 


I. Loss from proprietary businesses (Rs. 5 o,ooo 

minus Rs.8o,ooo) ... -30,000 

a. Share of profits from an unregistered firm 

which has been taxed ... 60,000 


Total income 3 o,ooo 


As the unregistered firm has been assessed both to income-tax 
and super-tax, X is not liable to pay any tax at all. He is liable to 
pay income-tax and super-tax on the loss of Rs. 30,000 at the rates 
applicable to Rs. 3 o,ooo. As the figure is a loss, it does not matter 
what the rate of taxis The tax is nil. The rate is a positive rate, 
but the figure to which it is applied is negative. Therefore the tax 
payable is nil. 

(^-) A firm having two equal partners A and B suffered a loss 
of Rs. 3 o,ooo during its accounting year ended 31st March i 957 as 
under;— 

Rs. 

Business profits after paying Rs. zo,ooo as 
interest on capital to partner A 50,000. 

Loss from a leasehold property -80,000*'' ' 

Net Loss - 3 o,ooo 


Partner A had during that year an income of Rs. 25,000 from 
house property and partner B who had no income that year claimed 
a loss of Rs. 10,000 brought forward from the preceding year from 
his individual cloth business which had b^n closed on 3 ist March 
1956. 

Compute the total income of each partner assuming the firm 
to be (i) registered, and (ii) not registered nor assessable under 
section a 3 ( 5 ) (b). 

Rs. 

Firm^s profit as per Profit & Loss Account ... 50^000 
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Add Interest to paitner A 10,000 


60,000 

Less Loss from leasehold property -80,000 

Net Loss - 30,000 


Allocation of firm’s loss heticeen A and B. 

A 

B 


Rs. 

Rs. 

Interest on Capital 

10,000 


Balance of business income 

25,000 

25,000 


35,000 

25 ,OCO 

Less Loss from leasehold property 

4 o,ooo 

4 o,ooo 

Loss 

-5,000 

-15,000 


frt’i When the firm is registered, A can set off his share of the 
■firm^s loss (Rs. 5,000) against his property income of Rs.25,000, and 
his total income will be only Rs. 20,000. B can carry forward for 
8 years his share of the firm's loss (Rs. 15,000^ for future set-off 
against his share of the profits from the same firm or any other 
business profits. On the discontinuance of B's individual cloth 
business his right to carrv forward the ?bss from that business died 
with the business. He cannot be allowed to carry forward that loss, 
{b) When the firm is unregistered, the firm's loss of Rs.20,000 
will be carried forward for 8 years for set-off*against its own future 
profits and no partner is allowed to set-off his share of the firm's 
loss against his other income, if any. A's total income will therefore 
be Rs 25,000, and B's total income will be nil. 

(5) An unregistered firm consisting of two partners A and B 
ireturns the following iftcome for the calendar year i 956 :— 

Rs. 

(rt) Interest income after deducting Rs. 5,ono interest 

on A's capital and Rs, 3 ,coo interest on B's capital 20,000 
Sjb) Managing agency commission from a sugar mill 
company actually received 20,000 

iLef^s Amount paid to a third party under 
an agreement made for adequate 
consideration 20,000 Nil 

•'(c) Speculation loss after allcwitig B's com¬ 
mission of Rs. 6,000 , 20,000 

Total income Nil 

V 

During the course of the examination of accounts the follow* 
bg facts are discovered 
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I. 


2 . 


3 . 


(а) The managing agency commission amounted to Rs. 60,000 

for the year, but the assessee changed his method of 
accounting from mercantile to cash, the balance of 
Rs. 40,000 received in i 957 being accountecf for as the 
income of that year. 

(б) The partnc’s' personal bank accounts (not incorporated in 

the firm's books) were credited with various amounts 
aggregating to Rs. 15,000 each. These amounts were 
explained to be sale proceeds of household jewellery but 
no proof was produced. 

Compute the total income of the firm. 


Interest income after adding back the interest 
on partners' capitals 
Managing agency commission 
Lens Amount paid to a third party 
Concealed income ( presumably from 
speculation ) 

Less Speculation loss (after disallowing B's 
commission of Rs. 6,000) 

Total income 



Rs. 

60,000 

20.000 

28,000 

4 o,ooo 

30,000 


r 4 ,ooo 

16,000 

84,000 


It is assumed that the declaration regarding the sharing of 
managing agency commission, as required by section 12A, has been 
filed with the Income Tax Officer. 

An assessee is not, allowed to change his method of accounting 
without the express permission of the Income-Tax Officer and on 
such conditions as he may impose. 

In the absence of satisfactory proof, the credits in the personal 
bank accounts of the partners can be legitimately assumed to be 
concealed*income, 

Change in Constitution of Firms 

A change in the constitution of a firm may take^ 
place on acicount of the death or retirement of a partneT 
or the introduction of a new partner. The expression 
“a firm newly constituted” means that an existing firm 
continues but under a new constitution or personnel; it 
does not mean the setting up of a new firm. 

Section 26 (1) provides that, where a phange has 
occurred in the constitution of a firm *br where a firm has 
been newly constituted, the assessment is to be made 
upon the firm as constituted at the time of assessment, 
bub Ahe profits are to be apportioned among the persons 
who were partners in the previous year and not among the 
partners entitled to the profits at the time of assessment. 
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Thus each partner is taxed only in respect of the profits^ 
to which he was actually entitled in the previous year. 
The principle adopted is that the tax should be horue hy 
each partner (whether present or past) according to his 
actual sharp in the firm’s profits of the previous year. 

If the tax assessed upon a partner cannot be re¬ 
covered from him, it shall be recovered from the firm as 
constituted at the time of assessment. 

Under proviso (e) to section 24 (2), if the share of a 
retired or deceased partner is a loss, the firm is not entitled 
to have such loss carried forward to be set off against its 
own profits of a later year. Only the retired or deceased 
partner can set it off against his other income in the same 
pervious year. 

Illustrations 

(i) A, B and C, who are partners, share profits in the- 
proportion of \ and i respectively. C ceased to be a partner 
with effect from ist October 1956 and the other partners continued 
the business without changing their proportion of sharing profits. 

The net profit of the firm for the year ended 3 ist March i 957 
amounted to Rs. a 4 ,ooo after charging salary of Rs. 3 ,600 to A, 
Rs. 3,000 to B and Rs. 1,500 to C and interest on capital of 
Rs. i, 4 oo to A, Rs. 1,000 to B and Rs. 500 to C. 

Compute the total income of the partners if the firm is regis¬ 
tered. The private unearned income of the partners js as follows 
A Rs. 20,000 ; B Rs. 10,000 ; C Rs. 5^000. 


Total income of the firm t 


Net profit for the year allocated to partners : 

Rs. 

A (i of i plus 2/3 of U 

14,000 


B (i of i plus 1/3 of i) 

7,000 


C {\ of i) 

3,000 

24,000- 

Add Salary paid to partners ; A 

3,600 


B 

3,000 


C 

1,500 

8,100 

Add Interest paid to partners : A 

i, 4 oo 


B 

1,000 


C 

500 

a, 9 oo 

Total Income 


35,000 

Allocation to partners : 

Profit Salary 

Interest 

Total 

Rs. Rs. 

Rs. 

Rs. 

A ... i 4 ,ooo 3,600 

1400 

13,000 
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... 7,000 

3,000 

1,000 

11,000 

C 

3,000 

i,5co 

500 

5,000 


24,000 

8,100 

a,9oo 

35,000 

Total income, of partners • 






A 

B 

C 



Rs. 

Rs. 

Rs. 

Share income from the firm 

19,000 

11,000 

5,000 

Private income (unearned) 

20,000 

10,000 

5,000 


Total Income 

39,000 

21,000 

10,000 


(2) X, Y and Z were partners in a firm of solicitors sharing 
profits and losses in the ratio of i, \ and J respectively. Alter 
^ months Z left and P was taken in his place, the proportion of 
profit and loss being adjusted as X 6/i6, Y 5/16 and P 5/16. 

For the previous year ending 3 oth June 1956 the account 
books disclosed a profit of Rs 50,000 including Rs. 2,000 realised as 
rent in respect of a building ^annual letting value Rs. 6 000) which 
was constructed in March i 956 . 

The book profit has been worked out after debiting (i) Rs. 4 ,ooo 
interest paid to X, (ii) Rs. 6,000 salary paid to Y, (iii) Rs. 3,000 
^hop rent paid to Z, (iV; Rs. i, 5 oo commission paid to P, and 
(v) Rs 2,000 donations to charitable institutions. 

The firm has to be allowed depreciation on new machinery 
(initial cost Rs. 1,00,000 ) installed in the middle of the previous 
year, the rate of depreciation applicable being 10%. 


Compute the total income of the firm and allocate it amongst 
the part»ers. 


Profit as per books 

• • • 

Rs. 

50,000 

Less Income from property exempt from tax for two years 

2,000 

Add Interest paid to X 

• • • 

48,000 

4,000 

Salary paid to Y 

• • • 

6,000 

Commission paid to P 

• • • 

1,500 

Donations to charitable institutions ... 

» • * 

a,coo 

fDepreciation : 

Initial depreciation 

20,000 

61,500 

Normal depreciation for 6 months 10% 

5,000 


Additional depreciation 

5.000 

30,000 

Total Income 

31,500 
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Allocation amongst partners • 


X 

Y 

Z 

P 


Rs. 

Rs. 

Rs. 

Rs. 

Interest 

4,000 

6,000 

— 

— 

Salary 

— 

— 

— 

Commission 

— 

— 

— 

J,5oo 

Balance ; 

for 8 months (Rs. i3,334) 

6,667 

3,334 

3,333 

— 

for 4 months (Rs. 6 , 665 ) 

2,500 

2 ,o 83 

— 

2,083 


i 3 ,i 67 

11,417 

3,333 

3,583 

Donations entitled to rebate : 

for 8 months (Rs. 1,333) 

667 

333 

333 

— 

for 4 months (Rs. 667) 

25 o 

208 

— 

209 

• 

9 i 7 

541 

333 

209 


( 3 ) An unregistered firm, having A, B and C as equal part¬ 
ners, made a loss of Rs. 12,000 in the accounting year ended 3 ist 
March 1956. On ist April i 956 C died and. under the terms of 
the original partnership deed, A and B took his son D as a partner. 
A, B and D then continued the business as equal partners 

If the income of the new firm for the accounting year i 956-’57 
were Rs. 15,000, on what income wotUd you assess the new firm of 
A, B and D for the assessment year 1957-58 and how would you 
compute the share income of each of the partners A, B and D for 
the said assessment year ? * 

Rs, 4,000, being the proportionate share of C in the loss of the 
old firm for the accounting year 1955-56 cannot be set off against 
the profits of the new firm for the accounting year 1956-57. Only 
the balance of Rs. 8,000 of the firm's loss can be so set o|f. Accord¬ 
ingly, the income of the firm of A, B and D for the accouning year 
1956-57 would be assessed at Rs. 7.000 (Rs. 15,000 minus Rs. 8,000) 
for the assessment year 1957-58. 

The share income of the partners A, B and D would be as 
•^lows : — 

A-Rs. 5,000 minus Rs. 4 ,ooo==Rs. 1,000 ; 

B-Rs. 5,000 minus Rs. 4,000 ^Rs. 1,000 ; and 
D-Rs. 5,000. 

Dissolution of Firms 

Section 44 provides that, where a business belonging 
to a firm fs disoonlinued, all the persons who were partners 
of the firm at the time of sqch discontinuance are jointly 
and severally liable to assessment, and are also liable for 
the amount of tax payable where the assessment has been 
made on the firm but the tax has not been recovered* from 
it. This provision is not confined to the profits of only 
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the year of discontinuance, but extends also to the profits 
of preceding years. 

This section applies where the business of a firm is 
discontinued. It does not apply when there is a succession 
to the business, e. g., where the partnership is converted 
into a limited company. In the case of a succession, the 
successor is liable for the tax payable by the predecessor 
to the extent and in the circumstances indicated in the 
proviso to section 26 (2), as already explained in the 
chapter dealing with assessment procedure. 

If the business of the firm was charged at any time 
under the Income-Tax Act of 1918, the firm would be 
entitled to relief under section 26 (3) upon discontinuance 
of its business and under section 25 i4) upon its succession. 

On the death of an individual, the income earned 
by the deceased is assessable under section 24B in the 
hands of his legal representative. In the winding-up of 
a company, the liquidator represents the company till 
the winding-up is finished. A local authority is a 
statutory body and there is no question of its disappear¬ 
ance. Therefore the only cases in which a practical 
difficulty may arise on account of the disappearance of 
the assessee before the time of assessment are those of 
a Hindu undivided family being found to be divided and 
a firm or an association of persons being dissolved. To 
meet the case of a disrupted Hindu family section 25A 
empowers' the Income-'! ax Officer to compute the income 
as if the Hindu undivided family continued to exist at 
the time of the assessment and the tax payable by the 
joint family is made recoverable from the members 
the family either jointly or severally. Section 44 appliS" 
the same principle to a dissolved . firm or an association 
of persons. The principle underlying these provisions is 
that when a unit of assessment breaks up, the liability to 
tax should devolve on the component members. 

Illustrations 

(x) A, B and C are equal partners in a registered firm^ whose 
total income for the year ended 30th June 1955 amounted to 
Rs. 30,000. On xst January 1956, A retired and D came in as a 
partner taking over A's share. The firm^s total income for the year 
ended 30th June 1956'was Rs. 48^000. 
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Show clearly how the assessment of the firm and its partners 
would be made for the assessment years 1956 - 5 ? and 1957-58 res¬ 
pectively assuming that the partners have no other income. 

(rt) The assessment for 1955 - 5 ? would be made on the firm 
of B, C and D, because the firm is so constituted at the time of 
assessment ; but the income of the firm for the previous year ended 
3 oth June 1955 having been determined, it would be divided for 
assessment purposes between A, B and C (and not between B, C and 
D ) since it is A, B and C who were entitled to that income. 

A, B and C would each be assessed on Rs. 13,000, while D 
would pay no tax in respect of the firm's income for the year ended 
3 oth June 1955, because he did not receive anything out of it. 

(6) Assuming that the firm's income for the year ended 30th 
June 1956 accrued evenly throughout the year, the profits for the 
six months to 3 ist December 1955 would be Rs. 24 ,000 and those 
for the remaining six months would also be the same. Therefore 
for purposes of 1957-58 assessment, the total income of the firm of 


B, C and D would be allocated as follows 





A 

B 

C 

D 

Profit for the half-year to 31st 

Rs. 

Rs. 

Rs. 

Rs. 

December 1955 

Profit for the half-year to 30th 

8,000 

8,000 

8,000 

" ' - 

June i 956 


8,000 

8,000 

8,000 


8,000 

16,000 

16,000 

8,000 

and each partner would pay 
income. 

tax on his own 

share of the firm's 


(a) A registered firm has three partners A, B and C who share 
profits and losses in the proportion of 2, 2 and 1 respectively. A 
retired on 30th September 1956 and D (who was previously a 
salaried assistant in the firm on Rs. 300 a month ) was admitted as 
a partner on that date, the shares of B, C and D being 4 , 3 and 3 
respectively. B, C and D further agreed not to allow or charge any 
interest on current accounts. 

The Profit & Loss account of the firm for the year ended 3 ist 


March 1957 is as follows 

Rs. 

Rs. 

Stock on 1-4-1956 

20,000 

Sale ... 1,50,000 

Purchases 

80,000 

Stock on 31-3-1957 15,coo 

Salaries 

12,000 

Interest on C's Current 

Rent 

6,000 

Account ... 320 

General Expenses 
Subscription ; Business 
• Charitable 

i,7oo 

60 

80 


Interest on Current 
Accounts: A 

B 

Balance 

56 o 

* 44 , 48 o 

■ 


1 , 65,320 

1 ^ 65,320 
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The other taxable income of the partners was as follows 
A— Dividends gross Rs. 5,760. 

B—Interest on bank deposit Rs. 500. 

C—Nil. 

D—Salary as assistant in the firm. 

Show how the assessment would be made for the year 1957-58 
|Jif the taxable profits of the business are attributed equally to the 
two halves of the year. 

Rs. Rs. 

Profit as per Profit <Sc Loss Account 44 , 48 o 

Add Items disallowed ; 

Charitable subscriptions 80 

Interest on current accounts 1,000 1,080 


45 , 56 o 


Less Interest charged on current account 


320 


Firm's total income 

45 , 24 o 

Allocation of firm's total income bettceen partners 




A 

B 

C 

D 


Rs. 

Rs. 

Rs. 

Rs. 

Interest on current accounts 
Balance for the first half-year 

560 

44 o 

-320 

— 

(a, 2 and 1) 

Balance for the second half-yeSr 

8,776 

8,776 

4,388 

—— 

(4, 3 and 3 ) 

— 

9 ,o 48 

6,786 

6,785 


9,336 

18,264 

10,854 

6,786 

Statement of partners* total income : 





A 

B 

C 

D 


Rs. 

Rs. 

Rs. 

Rs. 

1. 3 alary ... 

— 

— 

— 

1,800 

2. Profits from firm 

9,336 

18,264 

10,854 

6,786 

3 . Dividends gross 

5,760 

— 

— 

4 . Bank Interest 

— 

5 oo 

— 

— - 

Total income 

15,096 

18,764 

10,854 

8,586 


The firm of B, C and D will be assessed to income-tax on a 
total income of Rs. 45 ,a 4 o. Each partner will pay income-tax on 
his total income, but will get a rebate of income-tax on his share 
of the income-tax paid by the firm. 

If the firm of A, B and C was ever taxed under the Income- 
Tax Act of i 9 i 8 , A would be -entitled to the reliefs provided by 
section 25 ( 4 ). 

( 8 ) ABC & Co. carry on business as wholesale cloth mer¬ 
chants. For the previous year ending 3 ist December 1956 the 
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business made a net profit of Rs.a9,ooo, after charging the followingL 
items 

(а) Rs. 5 1,000 interest on the combined capital of the concern, 

(б) Rs. 10,000 salary at Rs 5,000 per annum to A and B who 

actually conducted the business. 

(c) * Rs.i8,ooo pugree (or illegal premium) paid for acquiring 

three years' tenancy of a godown for business purposes 
at the controlled rent. If the parties were allowed full 
freedom of contract, the premium would haye been paid 
out as additional fair rent over the entire period of three 
years. 

(d) Rs.5,000 life insurance premia on the life policies of A, 

and B, whose services were vital to business. The 
policy amount on maturity is to belong to the business, 
(c) Rs. 4 ,ooo rent of premises, one-eighth portion of which is. 

occupied by A for purposes of his residence. 

The assessce also made a black market income of Rs. 3 o,ooo, 
which had been kept outside the books and part of which had been 
utilised during the previous year itself as under . — 

(а) Rs.8,ooo towards payment of extra purchase price for 

securing supplies of fancy cloth from the mills. 

(б) Rs.6,ooo contribution made in March 1956 to a recognised 

charity. 

(c) Rs.i2,ooo spent in the marriage of A's son over and above 
the amount recorded in his personal account. 

The assessee realised its civic respopsibility and disclosed the 
above secret facts mw mofu to the Income-Tax Officer. 

Compute the total income for the assessment year 1957-58' 
for all the assessable persons, if 

(i) ABC & Co., was a Hindu undivided family of A, B and C 
and if each of them had separate individual income of Rs.io,ooo 
per annum net under section 9 ; and 

(ii) ABC & Co, was a registered firm of three equal partners. 
A, B and C with individual incomes as above. 

(i) When ABC & Co- n a Hindu undivided family : 

Family ABC 

, Rs. Rs. Rs, Rs., 

profit of business ... 29 ,000 

Add Interest on Capital 51,000 

Excess pugree ... 12,000 

Life insurance premia 5 ,000 

Black market income 30,000 
Less Premium paid 
for purchases 

o*f cloth ’... 8,000 22,000 

Income from property ... ' 10,000 10,000 io,ooo> 


1,19,000 10,000 10,000 10^000. 


Total income 
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The family is entitled to a rebate of income-tax and super-tax 
on Rs.6,000 donation to charity at the average rate of income-tax 
and super-tax on total income. 

The family is also entitled to a rebate of income-tax on life 
insurance premia of Rs. 5 ,ooo at the average rate of ijacome-tax on 
total income. 

Normally it is difficult to prove that a pugrec has been paid, 
as the recipient would not admit it. In the illustration, however, 
the fact of payment has been presumed, and therefore it would be 
fair to spread the amount of Rs. 18,000 over three years allowing 
Rs.6,000 each year. 

As the concealed income has been disclosed by the asscssce in 
the return of income Itself, i.e., before the Income-Tax Officer has 
got any hint or idea about it, the question of penalty does not arise. 

When the whole of black market income is included in the 
assessment, the extra Rs.8,ooo paid for the purchases of cloth will 
be allowed as a deduction on the assumption that all these pur¬ 
chases have been sold away during the year. 

It has been held that reasonable salaries paid for work done 
by the members of a joint Hindu family in the conduct of its 
business are an admissible deduction in computing the taxable 
profits of the family business. 

In the case of a Hindu undivided family business, life insu¬ 
rance premia paid cannot be allowed as business expenditure. 

As A occupies only otie-eighth portion of the premises for his 
fresidence, the portion so occupied is not substantial. Therefore, 
the whole of the rent pf Rs. 4 ,ooo is allowed as a deduction. 


(ii) When ABO & Co. is a registered firm : 

Net Profit of business 
Add Interest on capital 
Partners' salaries 
Excess pugree 
Black market income 


Rs. 

29,000 

51,000 

10,000 

12,000 

22,000 


Firm's total income 


i,a 4 ,ooo 


Statement of partners* total income 


Share of firm's income : 
Interest on capital (assumed 
to be equal) 

Salary 

Balance of income 


A 

B 

C 

Rs. 

Rs. 

Rs. 

17,000 

t 

17,000 

17,000 

5,000 

5,000 

— 

21,000 

21,000 

21,000 

43,000 

43,000 

38,000 
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Income from property 10,000 10,000 10,000 


Total income 53.ooo 53 ,ooo 48,000 

Each partner is entitled to a rebate of income-tax and 
-super-tax on Rs. 2,000 being share of contribution to a charity. 

Rs. 5,000 paid as life insurance premia for insuring the lives 
of A and B, whose services are vital to the business, is an admis¬ 
sible business deduction, but the policy moneys when received 
will be treated as taxable profits of the business. 

( 4 ) Indicate briefly the procedure for assessing the 
income of : 

(a) A Hindu undivided family whose karta claims at the time 
of assessment that the family had disrupted and its properties had 
been partitioned among the members 

(b) A firm which is known to have discontinued its business 
and has been dissolved ; and 

(c) An individual who is known to have died leaving a large 
estate. 

(fl) The Income-Tax Officer should serve on all the members 
of the family notices of inquiry regarding the alleged partition. 
If after making the necessary inquiries he is satisfied that a 
partition has taken place he should make an order to that effect. 
He should then make an assessment of the total income received on 
behalf of the joint family as if no partition had taken place and 
compute the tax thereon. The tax should then be apportioned 
between the various members. Notices under section 23 (a) or 
section 34 should then be issued to the various members in regard 
to their individual incomes. In completing their individual 
assessments the proportionate share of the tax determined in the 
case of the family should be added to the tax due on the individual 
income of each member, and a demand notice issued for the total 
tax so computed. ^ 

(ft) Every person who was at the time of the discontinuance 
of the business a partner in the firm will, in re.spect of the firm> 
bjs*,jpintly and severally liable to assessment and for the amount 
of tax payable. The assessment may, therefore, be made on any 
one of them. 

(c) If the deceased died before the publication of the notice 
under section 22 (i) or the issue of a notice under section 22 (2} or 
section 34 (i), as the case may be, the Income-Tax Officer should 
issue a notice under section 22 (a) or section 34 (1) (as required) to, 
and proceed to anake the assessment on, the executor, administrator 
or other legal representative of the deceased. If the deceased had 
died without furnishing a return or died having furnished a 
return which is incorrect or incomplete, the Income-Tax Officer 
should, by serving the appropriate notice, get from the executpr, 
administrator or other legal representative of the deceased any 
documents, accounts or other evidence which might have been 

34 
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required from the deceased under the provisions of section 22 (4)' 
and section 2 B (2) and then complete the assessment, which will 
be made on the income of the deceased up to the date of his death. 
The income that accrues after death no longer b^ongs to the 
deceased but it belongs to his successor or successors. Therefore 
the assessment in respect of the income accruing after death will be 
made on the persons who are entitled to it. 

Other Association of Persons 

The word “association’’ has no technical meaning. 
It simply means a group. An association of persons (not 
being a company, firm, Hindu undivided family or a local 
authority) may be an association of individuals, firms, 
Hindu undivided families or companies. An association 
may include minors as well. 

An association of two or more persons for acquisition 
of property which is to be managed for the purpose of 
prodiming income falls within the woids “other associa¬ 
tion of persons”. Co-heirs and co legatees joining together 
in a common purpose would be chargeable as an associa¬ 
tion of persons. Thu.s, if the sons of a deceased Musalman 
retain joint management of the deceased’s property, receive 
rents jointly and credit them jointly in their books, it is an 
association of persons. 

Before any group of persons can be called an “asso¬ 
ciation of persons” it must be established on facts that 
they are in the nature of partners, i. e., the established 
facts of,,the case must at least lead to an inference that the 
members of the group, of their volition or free will, have 
joined in a venture with a view to earnjng profits 
{^0 I. T, R. 

In order to assess certain persons in the status of 
association of persons, there must be some evidence of a 
joint venture or there must be something to show that the 
income was the result of some joint effort or a joint 
business (^0 I. T. R. . 

In the case of income which is received by joint 
owners of an asset, the question whether they should be 
assessed as separate individuals in respect of their respec¬ 
tive shares in the income or as an association of persons 
in respect of the entire income depends on whether these 
petsons hav(3 earned the income by reason of their associa¬ 
tion or have done any joint act in respect of the property 
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which has resulted in, or helped to produce, the income. 
The mere fact that they have received the income jointly 
is not sufficient to make them liable to be assessed as an 
association of persons (jo I. T. R. ^ 20 ), 

Section 9 (3) enacts that where two or more persons 
own jointly some house property in definite and ascertain¬ 
ed shares, they cannot be charged as an association of 
persons in respect of the income of such property. But 
this section applies only to house property and not to any 
other source of income. Moreover, if persons jointly 
owning some house property do not possess any definite 
shares in its income, section 9 (3) would not apply to them. 
Therefore in respect of investments or other sources of 
income owned in common by two or more persons and also 
in respect of house property owned jointly in undefined 
shares, the co-owners are to be assessed as an association of 
persons. 

An association of persons is assessed to income-tax 
and super-tax exactly in the same manner as an indivi¬ 
dual. Each member’s share of income from the associa¬ 
tion is dealt with in his own assessment as if it were a 
share of profits from an unregistered firm. 

In the matter of earned income allowance, an 
association of persons stands on the same footing as an 
unregistered firm. 

Where a business belonging to an association of per¬ 
sons is discontinued or when an association of persons is 
dissolved, section 44 provides that persons who were mem¬ 
bers of such associaticm on the date of such discontinuance 
or the date of dissolution are jointly and severally liable to 
anjfctax that may be due from the association. 

Illustration 

In the assessment of an association of persons consisting of 
three members, the Income-Tax Officer disallowed payments of 
salary to two of the members and of interest to one member. In 
appeal the Appellate i^sistant Commissioner allowed these pay¬ 
ments. Is the decision of Appellate Assistant Commissioner 
correct ? Give reasons. Supposing.it is incorrect, what further 
action can the Income-Tax Officer take ? 

The payment of salary and interest to the members of an 
association of persons must have been allowed by the Appellhte 
Assistant Commissioner on the ground that the Income-Tax Act 
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contains no provision for their disallowance, as it does in the case 
of such payments by a firm to its partners. 

For income-tax purposes a firm is regarded as an entity 
distinct from its members ; and it is for this reason that any salary 
or interest paid by it to its partners is expressly disalldwed. 

An association of persons is not a person either corporeal or 
juristic. It has no existence apart from its members. The payment 
of salary and interest to its members is merely a payment by the 
members to themselves, and is therefore an inadmissible deduction. 

It is thus clear that the decision of the Appellate Assistant 
Commissioner allowing deduction of salary to two of the members 
and of interest to one member by an association of persons is 
incorrect. 

The Income-Tax Officer can, after obtaining the necessary 
direction from the Commissioner, file an appeal to the Appellate 
Tribunal against the order of the Appellate Assistant Commissioner. 



CHAPTER 20 

ASSESSMENT OF COMPANIES 

The definition ofbhe term compiny under the luoom^- 
Tax Aot is wider than that in the Companies Act, 1936. 
According to section 2 (6) of the Income-Tax Act, a 
company means 

(/) any Indian company, or 

(//) any association, whether incorporated or not and 
whether Indian or non-Indian, which was 
assessed or was assessable as a company for the 
assessment year 1947-48, or which is declared 
by the Central Board of Revenue to be a com¬ 
pany for income-tax purposes. 

The term “Indian company” means a company as 
defined in the Companies Act, 1956,* or a company formed 
and registered under a law in force in any of the merged 
or Part B States, the registered olfice of which is situated 
in India. 

A company which has gone into liquidation is 
nevertheless a company within the meaning of the defini¬ 
tion, and the liquidator of the company would •be its 
principal officer. ^ 

Residence of a company. According to section 4A, 
a company is resident in India (i) if the control and 
m'affagement of its affairs is wholly in India or (ii) if more 
than half its income arises in India ; and, under section 
4B, it is ordinarily resident where it is resident. 

According to the first condition, the residence of a 
company is made to depend upon the place of control 
and management, i. e., the actual management of its 
affairs. The’ control* of a company is situated at the 
place where the directors meet to, do the business of the 
company, receive reports, decide the policy of the company, 
declare dividends, etc. The control is one thing and tfce 
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carrying on of business operations is another. A company 
may be controlled and managed in India bat its business 
may be carried on elsewhere. 

The main object of the second condition'is to make 
even a non-resident company liable to pay tax in respect 
of its profits accruing outside India when its income 
within India in any year exceeds its foreign income. For 
the purpose of comparing the two incomes, it is only the 
income which actually arises in either place that is required 
to be taken into account and not any income which may 
be received or which may be deemed to arise. If an 
income is received in India from outside or vice versa^ such 
income must be regarded as arising in the place of its 
origin and must therefore be excluded from the computa¬ 
tion of income in the country of its receipt Again, the 
whole of the income arising in India including ngricultural 
income or any other income which may be exempted from 
tax must be taken into account in determining whether 
more than half the income of a company arose in India. 

Profit or Loss Prior to Incorporation. Under sections 
9 and 10 of the Indian Income-Tax Act, 1922, it is not 
only the legal ownership that has to bo looked to, but the 
courts can also go into the question of beneficial ownership 
and decide who should be held liable for the tax after 
taking into account the question as to who is, as a matter 
of fact, in receipt of the income which was going to be 
taxed^. For this reason the profit earned by a company 
before its incorporation is assessable, though it is a capital 
profit. 

Assessment. The assessment proceedings in the 
case of a company, as in the case of other a85P.sseeg. 
commence with the filing by the principal officer of the 
company of a return of total income of the company. It. 
is the duty of the principal officer of a company to file 
such a return of income even though it may be a company 
in liquidation. 

A one-man company is a distinct legal- entity assess¬ 
able as any other company. But if a person, who holds 
the beneficial interest in all or almost all the shares in a 
company, makes such an arrangement between himself and 
the company that the company acts merely as an agent for 
the purpose of carrying on his own business, then for 
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inoome-tax purposes the business will be regarded as his 
business and not that of the oompany, and he himself 
would ba assessable on the profits of the business Whether 
the oompany is a sham or a m sre cloak for the person 
whose business the company carries on as his agent or 
nominee is a question of fact depending upon the special 
oircumstanoos of each case. The burden of proving that 
the company is a sham or a mere agent or bonamidar for 
another lies on the income tax department. 

A company is chargeable to tax on its profits as a 
distinct entity, and it pays the tax in discharge of its own 
liability and nob on behalf of its shareholders. A share¬ 
holder is himself taxible on the gross dividend which must 
be included in his total income. However, under section 
49B when a dividend is received by a sliarebolder, the 
shareholder himself is deemed to have paid income-tax 
(but not super-tax) equal to the sum by which the dividend 
is inoroased under section KK‘2) for which lie is given 
credit in liis own assessment. In a case where the 
company defaults in paying the tax due from it, the credit 
given to a shareholder is taken back by reopening his 
assessment under section 35 0). * 

A shareholder whose income is liable to super tax 
must pay super-tax on the dividend* (except in certain 
cases mentioned in a previous chapter dealing with income 
exempt from tax), notwithstoinding that the company has 
already paid super-tax on the profits distributed as 
dividend. 

Special Features of Company Taxation. The follow¬ 
ing are the distinguishing features of the assessment of 
COTnpanies :— 

(1) A company is liable to both income tax and 
super-tax, however small its total income may be. It has 
to pay both income-tax and super-tax at the prescribed 
flat rates on the whole of its total income. The rates of 
income tax and ^uper-bax applicable to companies are 
given in the chapter dealing with the computation of tax. 

(2) The super-tax paid'by a company is in no sense 
paid on behalf of shareholders, nor is a refund thereof 
allowed to them as in a case of income-tax. This is a tax 
for the privilege which companies enjoy in the shape of 
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limited liability and corporate finance^ and is therefore- 
known as “corporation tax”. 

f3) The Income-Tax Officer is empowered to dis¬ 
allow any expenditure in the nature of refnuneration, 
benefit or amenities to the directors or persons having 
substantial shareholdings in a company in which the public 
is not substantially interested, if be thinks that the ex¬ 
penditure is excessive or unreasonable having regard to 
the legitimate business needs of the company and the 
benefit derh'ed therefrom. This discretionary power of 
the Income-Tax Officer also extends to depreciation 
allowance claimed by the company in respect of assets used 
by the said persons. 

(4) Tho following provisions have been made for 
the purpose of preventing the avoidance of super-tax by 
shareholders : 

(a) The definition of dividend has been widened so 

as to include all kinds of distribution made to 
shareholders by a company. 

(b) Dividends paid outside India out of profits- 

subject to income tax in India are deemed to 
arise in India, and are therefore liable to 
super tax whether the shareholder is resident 
or not. 

(o) A company may attempt to avoid the operation 
of the definition of dividend by not making 
any distribution whatever. But its efforts in 
this direction are frustrated by section 23A. 
The provisions of section 23A are explained 
in detail later in this chapter. 

(6) Bonus shares issued by a company and divi¬ 
dends (in excess of 6% of the paid-up capital) distributed 
by it are subjected to special super tax. 

(6) In the case of non-company assessees, capita! 
gains are not liable to tax if the amount of capital gaina 
does not exceed Bs.5,000 or the total ii^oome of the assessee 
does not exceed Ks. 10.000. But in the case of a company, 
capital gains are liable to income tax (but not to super tax),, 
whatever their amount may be. 

(7 ) In computing the total income of a company, 
the grant of development rebate and depreciation allow- 
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anoe is subject to the condition that the company deposits 
with the Central Government the following amounts :— 

(a) Such percentage, if any (not exceeding 26 in 

any case), as may be notified by the Central 
Government, of its accumulated profits and 
reserves as at the end of the year, preceding 
the previous year, which are not represented 
by fixed assets ; and 

(b) Such percentage, if any (not exceeding 75 in any 

case), as may be notified by the Central 
Government, of the balance of its total income 
for the previous year (in excess of Rs.1,00,000) 
before deducting depreciation and develop¬ 
ment rebate but after deducting tax and divi¬ 
dends declared. 

(8) Ordinarily a company has to pay both income- 
tax and corporation tax on the whole of its total income, 
including any dividends received by it from other compa¬ 
nies in which it may hold shares. But in order to encour¬ 
age companies to invest their surplus funds in other Indian 
companies, section 56A exempli^ from super-tax the 
dividend received by a company from an Indian company 
which satisfies the conditions laid down in that section. 

(9) Dividends paid out of income, which has not- 
borne tax in the hands of the company (e. g., where the 
profits are wiped off by an allowance for depreciation) are 
not grossed up in the hands of shareholders ; and. in the 
event of a company’s failure to pay tax on income within 
three years from the date of declaration of dividends, the 
relief of grossing-up given to shareholders, on the strength 
cff ihe company’s dividend certificates, is taken back. 

Set-off of Losses. If a company carries on two or 
more separate businesses it would be entitled to adjust its 
losses under section 10. For the purposes of an adjustment 
it is not essential that the business should be carried on 
at one and the same place or within the jurisdiction of 
the same Income-Tax Officer. Where a company is 
resident in India it will be allowed to set off its foreign 
business losses against its Indian’business income. Different 
businesses do not constitute different heads of income under 
the law. All businesses wherever carried on constitute 6ne 
head to determine what are the profits of a business under 
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section 10. Therefore an assessee is entitled to show all 
his profits and set off against those profits losses incurred 
by him in the same head. 

A company is resident in any year only when its 
income arising in India in that year exceeds its income 
arising outside India in that year. Tbe residential quali¬ 
fication of a company may therefore change from year to 
year. In the case of a foreign company doing business both 
in India and abroad, its status as a resident in a particular 
year ( determined according to the above criterion ), while 
it imposes certain liabilities, also confers certain privileges 
on it. The chief among these privileges is the right to 
set off foreign losses in calculating the assessable income. 
If in any year the company in question made a profit in 
India but sustained losses in its business abroad, the result 
would bo to make it a resident company for that year, and 
accordingly the assessable income would be the Indian 
income minus the foreign loss. It might even happen 
that the foreign loss exceeded tbe Indian income, so that 
not merely would there be nothing to tax but there might 
be a balance of loss to be carried forward. But the moment 
the company’s foreign business brings good profits, its 
status may change into that of a non-resident as the foreign 
income may exceed the Indian income. There are no 
special provisions calculated to meet this feature charac¬ 
teristic of the non-Indian companies which may become 
alternately resident and non-resident. 

It is for this reason that the Income-Tax Investi¬ 
gation Commission has recommended that such a resident 
company should be allowed to set off foreign losses against 
the Indian income only on condition that it agrees to bring 
into the account of Indian taxation at least a like sum out 
of its foreign income in the years in which its status may 
become non-resident by reason of its foreign income being 
greater than its Indian income. The question whether in 
any particular year it has made more than 50 per cent of 
its income in India must be decided mdependently of the 
foreign losses brought forward from the preceding year. 
If the company desires to avail itself of the benefit of 
accumulated losses for 8 years, it must agree to bring into 
aocount its world income even if in tbe subsequent years 
it has become non-resident. Alternatively, it may be 
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provided that foreign losses can be set off only against 
foreign profits. 

Obligations of Companies. All the obligations of a 
company under the income tax law are to he performed by 
its principal officer, who may be its secretary, treasurer, 
manager, managing agent or any person connected with 
it, on whom the Income-tax Officer has served a notice of 
his intention to treat him as the principal officer thereof. 
The principal obligations of a company are : 

(1) To furnish on or before 15th June each year a 
return containing the names and addresses of shareholders 
of the company to whom dividends exceeding Es 6,000 
have been distributed during the previous year and the 
amounts of dividends distributed. In the case of company 
shareholders, the return should bo furnished if the amount 
exceeds one rupee (section 19A). 

(2) To furnish, at the time of distribution of 
dividends, to every shareholder receiving a dividend a 
certificate in the p escribed form regarding the payment 
of income tax by the company (section 20). 

(3) To furnish a return* within 30 days from 3Ist 
March in each year, showing the names and addresses of 
all persons who have received during.the year ended 31st 
March from the company a sum exceeding Es.1,600 as 
salary and the tax deducted therefrom (section 21). 

(4) To file a return of total income of the company 
as required by section 22. 

Computation^^ of Tax. The method of computing the 
income-tax and super-tax payable by a company is illustra¬ 
ted in the chapter dealing with computation of tax. 

Section 23A. Under the income-tax law, when two 
or more persons carry on business as a firm, the profits 
of the firm are, at the end of the year, distributed among 
the various partners in terms of their partnership agree¬ 
ment, and the tax is levied od each of these individuals 
aooording'to the p< 4 rsonal rates applicable to each of them 
on the income so received. 

If however the same’business is carried on by a 
company of which the=e two or more persons are the 
members, the tax on the profits of the business is imposed 
not on the individuals but on the company itself. If 
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seotion 23A did not exist, it would be possible for the 
company to pay tax on its profits at company rates of 
tax, which are much lower than those applicable to high 
personal incomes. The funds of the company being 
completely under the control of these few persons can be 
utilised for their personal expenditure by showing them 
as loans and advances from the company and the business 
activities of those persons can also be continued in the 
name of the company. By trading in the name of the 
company, these persons would therefore be in a position to 
carry on their activities without paying their appropriate 
taxes. It is the object of section 23A to prevent this 
unjustifiable advantage to persons who have controlling 
interest in companies. 

The provisions of section 23A, as amended by 
the Finance (No. 2) Act, 1957, may be summarised as 
follows :— 

(1) This section does not apply to a company in 
which the public are substantially interested or to a 
company which is a 100 per cent subsidiary of such a 
company. A company, in which the public are substan¬ 
tially interested is one which satisfies either of the following 
two conditions, namely * 

(/) That it is a company owned by Government or 
in which at least 40 per cent shares are held by Govern¬ 
ment. 

(«) That it is not a private company within the 
meaning of the Companies Act and it also fulfils all the 
three requirements as given below : 

(a) That its ordinary shares carrying not less than 

50 per cent voting power ( 40 per cent in the 
case of an Indian company engaged in the 
manufacture or processing of goods or in min¬ 
ing or the generation or distribution of electri¬ 
city or any other form of power, which company 
may be called an industrial company ) have 
been allotted unconditionally to, or acquired 
unconditionally by, members of the public 
throughout the previous year; 

(b) That the said shares were at any time during the 

previous year the subject of dealings in any 
recognised stock exchange in India or were 
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freely tranferable by the holder to other 
members of the public ; and 
(^•) That the control of the company has not been 
vested in the hands of less than six persons nor 
have the shares ( whether ordinary or prefe¬ 
rence ) carrying more than 60 per cent 
voting power ( 60 per cent in the case of an 
industrial company ) been held by less than six 
persons at any time during the previous year. 
For this purpose near relatives and nominees 
are counted as a single person. 

(2) Where the Income-Tax Officer is satisfied that 
the profits distributed as dividends by a company to which 
section 23A applies, within 12 months after the end of the 
previous year, are less than the statutory percentage, he 
shall make an order in writing that the company shall, in 
addition to the usual income-tax and super tax payable 
under section 23, be liable to pay a penal super-tax at the 
rate of 50% in the case of an investment company and at 
the rate of 37% in the case of any other company on the 
undistributed balance of the distributable profits (i. e., on 
the distributable profits minus the dividends actually 
distributed ). 

If the Income-Tax Officer is satisfied that, having 
regard to the losses incurred by the company in the past 
or to the smallness of the profit made, the payment of a 
dividend or a larger dividend would be unreasonable, he 
will not make the above order. 

No such order can be made by the Income-Tax 
Officer, unless he has obtained the prior approval of the 
Inspecting Assistant Commissioner, and the latter will 
hot give his approval until he has given the company a 
hearing. 

The Income-Tax Officer can invoke the provisions 
of section 23A only after the expiry of 12 months from the 
end of the relevant previous year of the company. 

(31 The minimum statutory percentage distribution 
of available profits is as follows — 

(a) In the case of an investment company .... 100% 
(^) In the case of an Indian industrial 
company (i. e., a company engaged 
in the manufacture or processing of • 
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goods or in mining or in the genera¬ 
tion or distribution of electricity or 
any other form of power ) , . 45%- 

W In the case of an Indian company 
which derives profits partly from 
industrial activities and partly from 
other activities : 

(/*) of industrial profits . 46% 

(//) of other profits . 60% 

¥) In cases where the accumulated 
profits and reserves (including capi¬ 
talised reserves ) exceed the share 
capital (excluding capitalised profits 
but including any loan capital be¬ 
longing to the shareholders ) or the 
cost of fixed assets, whichever is 
less : 

(/} of industrial profits . 45% 

(/V) of other profits . 90% 

(4) The quantum of distributable income of a com¬ 
pany is computed by deducting from its total income the 
following amounts :— 

{a) The amount of income-tax and super tax pay¬ 
able in respect of the company’s total income, 
but excluding the amount of any penal super¬ 
tax payable under section 23A ; 

(y) The amount of any tax levied by Government 
or a local authority in excess of any amount 
allowed in computing the total income ; and 
{c) The amount actually transferred by a banking 
company to a statutory reserve fund. 

(5) All companies covered by section 23A are given 
an opportunity to make a supplementary distribution of 
the amount in deficit within a period of three months from 
the date of a notice given by the Income Tax Officer in 
this regard, provided the short distribution is not more 
than 10% in the case of an investment company nor more 
than 6% in the case of any other company. 

It may sometimes happen that a company has distri- 
teeA aocordm^ to \ta own oompntar 

tiou of the total inoome, hut this amount falls short of the 
mmimum arrived at on the basis of the assessment made 
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under section 23 (3). In such a case the company will 
be given an opportunity to make a supplementary distribu¬ 
tion, provided of course that the computation of the distri¬ 
butable income by the company was bona fide. This 
opportunity will not be given if the deficiency is caused by 
any of the following factors : — 

(a) Improper maintenance of accounts by reason of 
which the income had to be estimated under 
the proviso to section 13 ; 

{b) Failure to comply with notices under section 
2'2 (4) or section 23 (2), resulting in assessment 
under section 23 (4); or 

{c) Omission by the company to disclose its total 
income truly and fully. 

Control on Company Reserves 

Sub-sections (2B) and (20) of section 10 provide for 
a novel scheme seeking to exercise a certain measure of 
control over the tax-free reserves of companies. Such 
control becomes imperative when the effect of the tax on 
dividends is to increase the resources of companies. The 
main features of this scheme are as follows ;— 

(1) iSlo allowance for developmer^ rebate and depre¬ 
ciation is admissible in computing the profits of a company 
for any previous year, unless the company deposits the 
following amounts with the Central Government within 
six months from the end of the said previous year or 
before 30th June of the assessment year relevant to such 
previous year, which'ever is later :— 

{a) Such percentage, if any (not exceeding 26 in any 
case), as may be notified by the Central Govern¬ 
ment, of its accumulated profits and reserves aa 
at the end of the year preceding the previous 
year, which are not represented by fixed 
assets ; and 

ib) Such percentage, if any (not exceeding 76 in any 
case), as* may be notified by the Central 
Government, of the .balance of its total inoom$ 
for the previous year (in excess of Rs. 1,00,000) 
before deducting development rebate and 
depreciation bub after deducting tax and divi¬ 
dends declared, The total inoorae and the tax 
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are to be computed by the assessee for this 
purpose. Where the total income computed 
by tbe Income-Tax Officer exceedsi, the total 
income as computed by the company, the 
company shall be deemed not to have made 
any deposit unless it deposits with the Central 
Government such further amount as may be 
prescribed having regard to the excess, together 
with interest thereon at the prescribed rate. 

(2) The exact percentages referred to above will be 
prescribed by tbe Central Government and notified from 
year to year, but they will not exceed 25 and 75 respec¬ 
tively. As regards the latter, the Finance Minister stated 
in Parliament that at present the Government’s intention 
is to demand a deposit of only 60 per cent. The Central 
Government has the power to fix different percentages in 
relation to different classes of companies. 

(3) The Central Government is empowered to make 
rules providing for (a) the manner in which the deposits 
are to be made ; (b) the manner in which and the extent 
to which dividends decl^.red by companies incorporated 
outside India or not resident in India may bo deemed to 
he declared in India ; (c) the time when and the manner 
in which refunds wUl be made with or without interest, 
and in particular refund claimed for carrying out any 
purpose connected with the business of the company as 
may be approved by the Central Government; and (d) the 
procedure to be followed in respect of any of the matters 
'Specified above and the constitution of U Board of Eeferees 
for any of the above purposes. 

Illustration 

The accounting year of a company ends on 3 ist December. 
Its summarised Balance Sheet on 3 ist December 1955 was as 


under 

Rs. Rs. 

Share Capital 50,00,000 Gross Block 1,00,00,000 

Reserves and Surplus 70,00,000 Less Depreciation • 20,00,000 

Other Liabilities 3 o,oo,ooo - 

Net Block 80,00,000 

Current Assets 7o,oo,ooo 


1,50,00,000 


1,50,00,000 
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The profits of the company for the year i 956 (as computed 
under section lo of the Income-Tax Act) were Rs. lo oo,ooo, the 
depreciation and development rebate allowed being Rs 2,00,000. 
The amount of tax payable for i 956 accounting year was 
Rs 2.00,030 and the dividend declared for that year amounted to 

^ wff out the amount of deposit to be made with the 
Central Government under section 10 (aB) of the Income-Tax Act. 

Past Accurrulated Reserves : 

Reserves and Surplus 7o,oo,ooo 

Less Fixed Assets 80,00,000 

Less Share Capital 50,00,000 30,00^0^ 

Reserves not invested in fixed assets 40, 00,000 

Amount of deposit at 25 % of Rs. 4 o,oo,ooo 
Oirrent Retailed Profits 

Total income as computed under 
section 10 
Less Tax payable 


Rs. 


10,00,000 


Less Dividend 


Add Depreciation and Development 
Rebate 


Less Statutory Allowance 
Current retained profits 
Amount of deposit at 50?^ of Rs.6,00,000 
*Total deposit under section 10 (aB) 


10,00,000 
2 00,000 

8,00,000 

3,00,000 

5,00,000 

2 , 00,000 

7,00 000 
1,00,000 

6,00,000 


3,00,000 
T 3,00,000 


Rs. 

20 , 00.000 
5 , 00,0 0 3 


(2) The following is the Profit & Loss Account of a coal 
•company for the year ended 31st December 1956 : 

Rs. 

Opening Stock . ... 4,00,000 Sales of Coal 

Coal raising . . H,' -0,000 Closing Stock 

Salaries and Wages ... So,000 
Royalty on output ... 2,00,000 

General Charges ... 50,000 

Ugal Charges ... 10,000 

Brokerage ••• 11,000 

25 . 
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Audit Fee ... 1,000 

Water Board Cess on 
Coal despatched ... 500 

Road Cess based on Profits 3 oo 
Workmen's Compensation 
Insurance Premium 200 

Balance c/d ... 9,47,000 

, 25,00,000 


25,00,000 


Managing Agents' 

Commission ... 47,350 

Directors' Fees ... 19,000 

Loss on sale of invest¬ 
ments ... i 4 , 35 o 

Loss suffered in dcrabad 
from a colliery there 45,000 
Depreciation ... 1,00,000 

Provision for Taxation 2,9o,ooo 
Dividend Reserve ... 2,00,000 

Balance to B/S ... 2.37.000 


Balance b/d 
Interest on securities 
(gross) 

Transfer Fees 


0,5^.700 


9,47,000 



200 


9 , 53,700 


Having regard to the following information compute the 
company's total income for the assessment year 1957-58 :— 

(n) According to the company's practice both the opening and 
closing stocks have been v.-’lued at 20% below cost. 

(h) General charges include (e) Rs. 25,000 being the cost of a 
pucca protective embankment against flood and(t/') Rs. 1,000 ex¬ 
penditure on scientist research for improving the quality of coke. 

(r) Legal charges represent the cost of defending a suit 
regarding the company's title to the mining rights in the collieries 
worked by it. 

Salaries and wages include (2) Rs. 1,000 contribution to 
an approved superannuation fund, and (//) a pension of Rs. 3 ,ooo 
paid out of the said fund to a retired manager. 

(«) Brokerage includes Rs. 5 ,oco for selling shares of the 
company. 

(/■) Directors' fees include Rs. iS.ooo paid to a director for* a 
trip to the U, K. to study up-to-date mining methods. 

(g) Rs. 4 o,ooo recovered from bad debts (already allowed in 
the 1954-55 assessment) wa.s transferred to Labour Welfare Fund. 

(h) The depreciation allowance in respect of all assets (except 
a new addition of Rs. 2,00,000 to machinery m June 1956) is 
Rs. 75,000. For the new addition the rate of depreciation is 10%. 

Rs. Rs. 

Profit as per Profit Sc Loss Account ... 2 , 37,000 

Add Expenditure disallowed : ‘ 

Cost of embankment being capital 
expenditure ... 25,000 

Pans'on paid out of superannuation fund 3,000 
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Brokerage being capital expenditure ... 
Road cess based on profits 
Loss on sale of investments being capital 
loss 

Depreciation charged ... 

Taxation Provision 
Dividend Reserve 


5 >ooo 

300 

14.550 

1,00,000 

2,9o,ooo 

2,00,000 


6,37,650 


Less Depreciation allowance : 

On old assets 

Development rebate on new machinery 
Normal depreciation on new machinery 
for 6 months 

Additional depreciation equal to normal 


8,75, 35 o 


75,000 

5 o,o^o 

10,000 

10,000 1,45,000 


Add Bad debts recovered not shown in the 
Profit & Loss Account 


7,3o,35o 

40,000 


7,70,350 

Less Interest on securities considered separately 6,500 

Taxable Profits 7,63,85© 

1. Interest on securities (gross) 6,500 

2. Business profits 7 , 63,850 

Total income 7,7 o,35q 


Notei :— 

(ii) Section i 3 requires that stock should be valued on a 
uniform basis, whatever the basis once adopted may be. 

{ii) Legal charges incurred in defending the company's title 
to its mining rights i^ revenue expenditure, as being cost of 
maintenance of its capital assets. 

. {id) Rs 18,000 paid to a director for a trip to the U. K. to 
stu' 3 y up-to-date mining methods is expenditure, wholly and 
exclusively incurred for purposes of business, as the visit would 
improve' the company's manufacturing activities and increase its 
profits. 

(j) From the following information relating to a company^ 
ascertain its total income for the assessment year i 957'58 :— 

Profit & Loss Account for the year ended 3 oth June 1956 

Rs. Rs. 

Opening Stock of Sugar 52 , 4 oo Sales of Sugar and 
Cane purchased 4,6:^,aoo *Molasses 10,58,400 

Manufacturing Expenses 3,56,300 Closing stock of Sugar 76 ,too 
Salaries and Wages 35,200 

Stores consumed 46,600 



388 


INCOME-TAX 


General Charges 8 , 5 oo 

Commission & Brokerage 36,400 


Interest on Loan 

9,000 



Directors' Fees 

5,500 



Auditors' Fees 

7 oo 



Sales Tax 

4 , 3 co 



Bad Debts and Provision 




for Bad Debts 

29,600 



Depreciation 

64,800 



Balance c/d 

1,26,000 



I 

i, 34 , 5 oo 


ir,34,500 

Managing Agents' 


Balance b/f from last 


Commission 

12,600 

year 

8,200 

General Reserve 

75,000 

Balance b/d 

1,26,000 

Provision for Dividend 

3 o,ooo 


I 9 

Carry-forward 

16,600 




1,34,200 1,34,200 

(a) Rs. 10,000 on account of a liability foregone by a creditor 
to whom the sura was due by way of commission charged by the 
company in the revenue account of the preceding years and 
Rs.30,000 on account of speculation profits have been carried to a 
special reserve. It is claimed that speculation is not the regular 
business of the company. 

(&) Salaries and wages include Rs.2,000 on account of com¬ 
pany's contribution to an unrecognised provident fund. 

(c) General charges include (i) Rs. 5 oo donation to a hospital 
where the company's employees are treated free, and (ii) Rs.i,6oo 
commission to a broker for arranging a loan for the company. 

(({} Commission and brokerage include Rs.10,000 on account 
of secret commission disbursed through the managing agents. The 
company is prepared to satisfy the inconfii-tax authorities in every 
respect except furnishing the names of payees as such disclosure 
would be detrimental to its business. 

(«) The amount provided for bad debts is Rs. 15,000. 

(f) The interest on loan has been paid to a banker in Nepal. 
The company has not deducted any tax because according to the 
terms of contract made in Nepal the creditor is entitled to receive 
the full amount of interest without any tax deduction. 

(ff) Depreciation allowable is Rs. 55 , 8 oo. 

Rs. Rs. 

Profit as per Profit & Loss Account 1,26,000 

Add Expenditure disallowed : ' * 

Contribution to unrecognised provi¬ 
dent fund 3^000 

Brokerage on a loan being capital 
expenditure j^goo 
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Secret commission lo.ooo 

Bad Debts Provision i 5 ,oco 


Interest paid outside India 9,000 

Excess depreciation 9 ,ooo 46,606 


1,73,600 

Legs Managing Agents' commission 12,600 


z,6o,ooo 

Add Amount foregone by a creditor 10,000 

Speculation Profit 3 o,ooo 


Total income 2,00,000 


Notes :— 

(*) A trading liability, taken into account in a past assess¬ 
ment, but now foregone by the creditor, is taxable. 

{ih) It has been assumed that the unrecognised provident fund 
is not constituted as an irrevocable trust. Therefore the contribu¬ 
tion to such a fund is not deductible. 

{Hi) Where the interest is payable outside India and is charge¬ 
able under the Act in the hands of the lender, c g., under section 
42 (t), it is not a permissible deduction unless tax has been deducted 
under section 18 from such interest or there is a person in India, 
who may be charged as an agent under section 43 in respect of such 
interest. 

As the contract of loan was made in {Jepal and the interest 
is payable in Nepal the income from such interest arises in Nepal; 
but by virtue of section 4 ?. (1) it is deemed to arise in India. 
Therefore such interest is liable to Indian tax. 

(i«) The claim of the company that the speculation profit is 
its casual income cannot be accepted, since a speculatlbn trans¬ 
action is an adventure in the nature of trade. 

( 4 ) Given below Ts the Profit & Loss Account of a company 


engaged in the manufacture of hosiery for the 

year ended 31st 

March 1957: 




• 

Rs. 


Rs. 

Opening Stock 

5 0,000 

Sales 

... 2,80,000 

Yarn con^med at cost 

74,000 

Closing Stock 

... 36,000 

Manufacturing 


Interest 

• p« 2 ^ 5 ®^ 

Charges 

1,16,000 



Repairs 

16,coo 



Establishment 

3 , 5 oo 



Advertising 

4 , 5 oo 



Travelling Expenses ... 

3,000 

, 


Audit Fee 

500 



Sundry Charges 

1,500 



Income-Tax 

2,000 



Loss on sale of Electric 




Motor 

1,900 
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Goodwill written off ia, 5 oo 

Block Improvement 
Reserve 10,000 

Net Profit 24,000 

3,18,500 


3,18,500 


After taking the following information into account compute 
the company's total income for the assessment year 1957-58 ;— 


(a) The company has all along valued its stock at cost. The 
closing stock-of Rs. 36,000 has also been valued at cost. The open¬ 
ing stock of Rs. 5 o,oco if valued at cost, would have been Rs.30,000, 
and indeed in the Balance Sheet on 3 ist March 1956 the closing 
stock was shown at Rs. 30,000 which was accepted for assessment 
purposes. 

(h) Repairs include an amount of Rs. 12,000, being the cost 
of additions to buildings made in April*July i 956 , such additions 
being used as office and gedown. 

(r) Advertising includes Rs. 3 ,coo being the cost of a perma¬ 
nent fixture on the top of the factory building for giving demons¬ 
tration by film slides of the various processes of manufacture 
employed in the factory. 

( ') Sundry charges include Rs. 1,000 being counsel's fees for 
conducting an appeal before the Income-Tax Appellate Tribunal. 

(f) 'Ihe old electric motor, whose cost was Rs. 16,000 and 
written-down value Rs. 10,000, was sold during the year for 
Rs. 9,000 and a new motor was pupchased for Rs. ao,ooo, in Decem¬ 
ber 1956. 

if) The depreciation allowance in respect of those assets that 
were in existence on ist April 1956 is Rs. 19,740. 


Profit as per Profit & Loss Account 
Add Expenditure not allowed : 

Overstatement of opening stock .. 

Cost of new building 

Advertising being capital expenditure 

Counsel's fees 

Income-Tax 

Goodwill written off 

Block Improvement Reserve 


Less Depreciation allowance : 

Old Assets 
New Buildings: 

Normal depreciation at 2l% 
for 8 months 

Additional allowance equal to 
normal 


Rs. Rs. 

34,000 

20,000 
12,000 * 

3,000 
1,000 
2,000 
12,500 

10,000 60,500 


84,500 

i 9 , 74 o 


200 

200 
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New Motor : 

Development rebate at 25% ... 5 ,000 

Normal depreciation at 10% 
for 3 months ... 500 

Additional allowance equal to 
normal ... 500 

New Fixture : 

Normal depreciation at 6%(say, 
for 6 months) on Rs 3,000 .... 90 26,230 

Profit being total income 58,270 

Notes . . 

(*) It is assumed that the initial depreciation ( if any ) on the 
old electric motor has been taken into account in determining the 
written down value cf Rs. ro,ooo. The loss of Rs. 1,000 on the sale 
of this motor is allowable as balancing depreciation, and it is 
assumed that it is not included in Rs i9.74o. 

{ii) Legal charges and accountant's fees paid for conducting 
income-tax appeals arc not deductible as business expenditure. 

(5) From the following data relating to a textile company, 
compute its total income for the assessment year i 957-58 :— 

Rs. Dr. Rs. Cr. 

9,00,000 Opening Stock 4 o,oo,ooo Sales of Cloth, Yarn 

15,60,000 Raw Materials and , and Waste 

Stores 2,00,000 Less Provision for Sell- 

6,00,000 Wages and Salaries - - ing Commission 

di,4o,ooo Gross Profit 38 ,00,000# 

i 4 ,oo,ooo Closing Stock 

52,00,000 52,00,000 


50,000 Establishment 2i,4o,ooo Gross Profit 


23,000 Rent, Rates a«d Taxes 
2,50,000 Interest on Dcbentuies 
. 12,000 General Charges 
• 13,000 Law Charges 
10,000 Advertisement 
2,060 Printing and Stationery 
3 o,ooo Stock of Cloth burnt 
by fire 

17,80,000 Net Profit 


10,000 Sale proceeds of an 
old machine (original 
cost Rs, 5,000 fully 
depreciated in earlier 
years) 

10,000 Bad debts written off 
and allowed in past 
assessments 

5,000 Income-Tax Refund 
5,000 Transfer Fees 


ai, 7 o,ooo 

i,o7,ooo Managing Agents' 
Commission 

5,9o,ooo Taxation Provision 
4,00,000 Dividends 


21,70,000 

50,000 Last year's Balance 
i 7 , 8 o,ooo This year's Profit 
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4 , 00,003 Depreciation (equal to 

the amount admissible) 

1,00,000 Contribution to Deben¬ 
ture Sinking Fund 
1,00,000 Charity 
1,33,000 Balance to B/S 

18,90,00 0 i 8 , 3 o,ooo 

(<t) The Selling Commission Provision Account shows (i) debit 
of Rs *50,000 for selling commission actually paid during the year 
and fii) credit of Rs 10,000 for the commission provided for in the 
past but foregone during the year by one of the agents 

(ft) The company acquired its ow'u 5 % debentures of the face 
value of Rs. 6,00,000 as an investment against the Debenture 
Sinking Fund. The interest thereon was directly credited to the 
Fund but no tax was deducted from it under section i8 of the Act. 

(c) Advertisement charges represent expenditure for the five 
years ending Diwali (960 paid to a cinema for slides 

((/) The cloth burnt by fir was included in the opening stock 
but not in the closing t-tock. The corresponding double entry for 
the item debited to the Profit 6c Loss Account was made to the 
credit of the Reserve Account. 

(#i) Law charges include Rs. 10,000 being compromise money 
paid to a shareholder who threatened to bring a suit against the 
managing agents for mi.sappropnating a large part of the company's 
profits in the shape of commission. 

if) Charity is the amount contributed to an educational- 
institution, ^ 

Give full reasons’ for the adjustments you make in your 
computation 

Rs. Rs. 

Net Profit as per Profit < 5 : Loss ^Account i 7 , 8 o,ooo 

Add (ft) Provision for selling commission 
(actual amount paid will be 

allowed) ... 2,00,000- 

(ft) Stock of cloth (assumed to be 
uninsured) burnt by fire, a.s 
this should have been credited 
to opening stock instead of to 

Reserve Account ... 3 o,ooa 

(c^ Interest on debentures held as 
investments of Debenture 
Sinking Fund not credited to 

Profit & Loss Account ... 3 o,ooo- 

(d) Advertisement paid for future 

years ... 8,000 

(f) Law charges not being incurred 

for business purposes ... 10,000 

20 , 58,000 
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Lens (a) Capital profit on sale of 
machine being excess of sale 
price over cost 

(6) Managing Agents^ commission 
not charged before arriving 
at the above profits of 
Rs i7,8o,ooo 

(c) Income-tax refund not being 

income 

(d) Depreciation allowance 


5,000 


i,o7,ooo 

5,000 

4 , 00,000 


(ej Selling commission actually paid 

50,000 5 ,67,COO’ 

Add Commission foregone by an agent, 
credited to Profit & Lo.ss Account 

i 4 , 9 1,000 

10,000 

Business Profits 

15,01,000 

Capital Gains 

5,000 

Total Income 

15,06,000 


Notes — 

{}.) The company is entitled to rebate of income-tax (but not 
of super-tax) on charitable donation of Rs. 7 >, 3 oo (being one- 
twentieth of total income) at the average rate of income-tax 
chargeable on its tot^il income. 

i>J,) Rs 10,000 for commission provii^ed for in the past but 
foregone during the year by one of the creditors is income. 

(in) Any loss of uninsured stock caused by fire etc., if 
charged to Profit & Loss Account, should also be deducted from 
cither the opeaing stock or purchases In this case, the amount of 
loss must be deducted from the opening stock, asthe purchases arc 
of raw materials. 


( 6 ) The following is the Profit & Loss Account of a sugar 
miil company for the year ended 3 ist August 1956 :— 

Rs. Rs. 


Manufacturing Expenses 13,70,590 


Excise Duty 2,15,000 

Salaries and Wages 2 , 4 o, 99 o 

Establishment Charges 1,00.500 

General Charge! 27 , 5 oo 

Directors* Ptees 3,5oo 

Debenture Interesi 50,000 

Managing Agents' Rerou- • 

neration 82,000 

Depreciation i, 38 ,000 

Cultivation Expenses 9,i5,ooo 

Taxation Reserve 5 o,ooo 


Sugar and Molasses 


Revenue 

23,22,600 

Rents from agricul¬ 


tural lands 

i, 9 oa 

Rent from Staff- 


Quarters 

5 . 4 oo 

Fisheries Revenue 

X ,000 

Ferries Revenue 

1,000. 

Sale Proceeds of cane 

and other crops , 

i 3 ,i 5 , 34 o« 

Transfer Fees 

• 6oic> 

Profit on sale af 
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Net Profit 3,56,190 Motor truck i, 23 o 

35 . 49 ,o 7 o 35,49,070 

Compute the total income of the company for the assessment 
year 1957-58 after taking the following information into considera¬ 
tion ; 

la) Sale proceeds of cane and other crops include Rs. 10,24,000 
on account of cane produced and used in the factory and debited 
to manufacturing expenses, the average market price of such cane 
being Rs. 11,50,000. 

ib) The motor truck sold during the year for Rs. 3 , 23 o was 
purchased in the past for Rs. i 7 ,ooo, the depreciation claimed in 
respect thereof in past assessments being Rs. 15,000 including 
initial depreciation. 

(e) General charges include (i) Rs i, 5 oo legal expenses 
incurred in defending a suit regarding the company's title to certain 
agricultural lands, and (ii) Rs. g,ooo paid to a director for a trip to 
Japan to study modern methods of confectionery manufacture. 

Id) The company set upduring the year a scientific research 
laboratory for improving the quality of sugar manufactured, and 
spent Rs. 25,000 on laboratory equipment and Rs. 12,000 on its 
maintenance. The former amount stands debited to establishment 
charges and the latter to general charges. 

(e) Depreciation allowance in respect of all assets other than 
the research laboratory has been agreed at Rs. 75,000. 

If) Rs. 15,000 recovered from bad debts (already allowed in 
previous assessments) was transferred to labour welfare fund. 

The following is the adjusted Profit & Loss Account of the 
company in order to show its taxable profits from business : 


ks. Rs. 

Manufactnjring Exp. i4,96,59o Sugar and Molasses 
Excise duty 2,i5,ooo Revenue 23 , 22 ,600 

Salaries and Wages 2,4o,99o Bad Debts recovered 15,000 

Establishment Charges 75 , 3 oo Transfer Fees 600 

General Charges 26,000 Profit on sale of 

Directors' Fees 3 , 5 oo Motor truck i,a 3 o 


Debenture Interest 50,000 

Managing Agents’ Remu* 
neration 82,000 

Depreciation 75,000 

One-fifth of Capital Ex¬ 
penditure on research 5,000 

Taxable Profits 70,050 

23,39,430 


I. Income from Property : 
Rents being annual value 


23 , 39,430 

■in.. Ii nil 

Rs. Rs. 
5,4oo 
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Lest One-sixth for repairs 

9 oo 

4,500 

2. Profits from business 


70,050 

3, Other Sources : Fisheries Revenue 

1,000 

Ferries Revenue 

1,000 

2,000 

Total income 


76,550 


Notes : 

{%) Opening and closing stocks of sugar must have been 
adjusted into the item ‘'Sugar and Molasses Rcvenue'^ Some 
companies follow this method because they do not want to disclose 
their stocks in the Profit & Loss Account. 

{ii) The revenue expenditure of Rs. ia,ooo on scientific 
research is allowable. 

(ei«) Rs. 9,000 paid to a [director for a trip to Japan is 
deductible expenditure, being incurred for purposes of the 
business. 

{iv) It is assumed that the staff quarters of the company are 
not subject to any local taxes, therefore no deduction for local 
taxes is made from the rents received in order to arrive at the 
annual value of the property. 

(w) Rs 1,500 legal expenses incurred in defending the 
company’s title to certain agricultural lands is revenue expenditure; 
but because it has been incurred in'connection with non-taxable 
agricultural income, it cannot be allowed as deduction in computing 
the taxable profits from business. 



CHAPTER 21 

ASSESSMENT OF INSURANCE COMPANIES 

The taxable income of an insurance cora])auy is not 
computed in accordance with the provisions of section 10, 
but it is computed in accordance with the rules set out 
in the Schedule to the Income-Tax Act, 192'2. In the 
words of Mr. S. P. Chambers, “These rules are very 
complicated. They must of necessity be complicated, 
because insurance is a complicated subject and so is 
income-tax, and if you marry two complicated subjects, 
you get something still more complicated.” 

« 

Life Insurance Business 

Life insurance companies have long claimed and 
have been accorded special treatment in the matter of 
assessment to income-tax on the ground that the nature 
of their business is ..quite different from that of other 
commercial concerns and that the tests ordinarily applied 
in determining the profits of a business are nob appropriate 
to them. 

The* taxable income of a life insurance business is 
computed either on the basis of its iruvesbmenb income or 
on the basis of its valuation surplus. It is considered that 
the computation of the profits on the basis of the valuabiciii 
report is the most reliable method of computation in the 
case of a life insurance company, whereas the amount of 
interest earned on investments is not by itself a reliable 
datum for such asoerbainmenb, Tho investment income 
can, of course, be easily ascertained, but there are different 
views as to the deductions that should bq allowed therefrom 
in ascertaining the true assessable income. 

According to Rule 2 of* the Schedule, the profits of 
a life insurance business are taken to be either of the 
following two amounts, whichever is greater : 

396 
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{a) The gross external incomings of the preceding 
year less management expenses of the preceding 
year, or 

(b) The adjusted annual average actuarial surplus 
of the last valuation period ending before the 
assessment year. 

Gross External Incomings Basis. This is the invest¬ 
ment income basis. In computing the taxable income on 
this bi-sis, the following provisions must be taken into 
account:— 

1, “Gross external incomings” means all earnings 
from interest, dividends, fine and fees, etc., from what¬ 
ever source derived except premiums and profits on the 
sale of investments and other assets. Any income from 
house property should be computed in accordance with the 
provisions of section 9. The use of the term ‘incomings* 
as distinguished from the term ‘income’ might perhaps 
suggest that even non-revenue receipts are to be included 
in gross external earnings, but the further qualification 
from whatever source derived, would indicate that the 
incomings must be from some definite source. Hence the 
receipts to be included in gross external incomings must 
be of a revenue nature. 

2. “Preceding year” means that year for which 
annual accounts are required to be prepared under the 
Insurance Act of 1938 immediately preceding the financial 
year for which the assessment is to be made. 

B. “Managejjient expenses’’ means the full amount 
of expenses (including commissions) incurred exclusively 
.for life insurance business. 

• * Bonuses to policyholders, dex)reoiation of and losses 
on the sale of securities and other assets and any other 
expenditure which cannot be allowed under section 10 
are not management expenses. Moreover the maximum 
amount of m^iuagement expenses admissible is restricted 
to the tot^ of the fallowing :— 

{a) All amount equal to ll% of the premiums 
received on single premium policies ; plus 

(b) An amount equal bo the product of 7i% of the 
first year’s premiums received on pglicies 
whose duration is less then 12 years rnulM*- 
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plied by the number of years of eaqh policy ; 
plu9 

{c) An amount equal to 90% of the first year’s 
premiums received on all other life policies ; 
plus 

{d) The maximum amount which can be allowed as 
management expenses in respect of renewal 
premiums is such percentage as is admissible 
under the Insurance Act of 1938. This 
should enable new companies with small 
business to got management expenses up to a 
maximum of 20 per cent of the renewal 
premiums. 

The aggregate of the above four amounts is the maxi¬ 
mum figure of expenses allowed to be deducted. If the 
a(‘tual expenses fall short, it is only such lesser amount 
that can be deducted from the gross external incomings. 
After deducting the allowable management expenses the 
balance of gross external incomings is the assessable profit 
ofithe life insurance business. 

This is one method of ascertaining the taxable profits 
i of a life insurance company, and it should be available 
even from the second year of the working of the company 
and even before thev first actuarial valuation has taken 
place. 

Actuarial Surplus Basis. This is the other alterna¬ 
tive method of ascertaining the assessable profits of a life 
insurance company. Actuarial valuation means actuarial 
valuation made in accordance with thq Insurance Act of 
1938 in respect of the last intervaluation period. In 
computing the taxable income on this basis the actuarial 
surplus is to be adjusted as follows : — 

1. Any expenditure which cannot be allowed under 
section 10 must be disallowed. 

2. The deficit or unappropriated surplus of any 
period preceding the intervaluation period, under consi¬ 
deration must be excluded from the^ deficit pr surplus 
shown in the actuarial valuation balance sheet on the last 
day of the intervaluation period. 

3. Four-fifths of the amounts paid to or reserved 
for or expended on behalf of policyholders should be allow¬ 
ed as a deduction. 
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4. Any amount written off or reserved in the 
accounts on account of the depreciation of or loss on sale 
of securities and other assets is to be allowed as a deduc¬ 
tion. This is a mandatory provision. The option is of 
the assessee either to write off or to carry to reserve. The 
reserve created must be equivalent to the amount of dep¬ 
reciation or loss but no more. This is a peculiar provision 
of the law. Ordinarily in computing business profits for 
tax purposes sums placed to reserve are not permissible 
deductions. It may be justified on the ground that a life 
insurance company is bound by law to invest a certain 
portion of its life fund in specified securities, whereas in 
other businesses no such restriction prevails. 

6. Any sum taken credit for in the accounts on 
account of appreciation of and profit on sale of securities 
and other assets should be added to the actuarial surplus. 

6. The interest received during the in ter valuation 
period in respect of tax-free securities issued by the Central 
Government ^but not those issued by a State Government) 
shall be deducted only for the purpose of income tax, but 
not for super-tax. 

7. A great portion of the income of a life insurance 
company is derived from interest and dividends from 
which income-tax is deducted at sourfie and is otherwise 
paid. Therefore the whole amount of income tax so 
deducted or paid during the intervaluation period must 
be added back to the actuarial surplus, because the actua¬ 
rial surplus is arrived at on the basis of the net income 
from interest and dividends. 

When the actuarial surplus has been adjusted in the 
.manner outlined above, it is divided by the number of 
■y^rs included in the intervaluation period and the result 
is then the adjusted annual average surplus, which is the 
profit on which tax will have to be levied for the next few 
years till the next valuation takes place. Though the quan¬ 
tum of profit, is fixed in this way, the rates of tax may 
vary according to the annual Finance Act of each year. 

If the intervaluation period exceeds 12 months, 
credit will be given (against, the gross tax computed on 
the annual average surplus) for the amount of the annual 
average. income-tax deducted at source or paid otherwise 
during the said intervaluation period. 
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It must, however, be noted that, whereas the annual 
average surplus is a constant figure during an intervalua¬ 
tion period, the gross external incomings minus expenses 
may vary from year to year during this period and be 
higher or lower than the annual average surplus. There¬ 
fore for each assessment year a computation of profit on 
each of the above two bases will have to be made in order 
to ascertain the higher figure of income to be taxed. 

Non-life Insurance Business 

As regards non-life insurance business (fire, marine, 
motorcar, burglary, etc.) the profits disclosed in the 
annual a.ccounts prescribed under the Insurance Act, 1938, 
after adjustment on account of expenses not admissible 
under section 10 are to be treated as income for assess¬ 
ment pnrpose-i. Profits and losses on the realisation of 
investments and depreciation and appreciation of the 
value of investments are to be taken into account. 

In dealing with non-life insurance business a fair 
and proper reserve for unexpirod risks is to bo allowed 
with proper safeguard to prevent manipulation of 
accounts. The amount of reserve which is admissible 
for this purpose is 100% of the year’s premium income in 
the case of marine insurance business and 50% of the 
year’s premium income in the oa.se of other kinds of 
general insuranc.e business such as fire, motor, etc. 

Foreign Insurance Companies 

The taxable income of the Indian bi'ancbes of 
non-resident foreign insurance companies doing non^ife 
insurance business in India is taken to be the proportion of 
the total world income corresponding to the proportion 
which their Indian premium income bears to their total 
premium income. The total world income is computed 
for this purpose in the same manner as the total 
income of a resident insurance company a^‘ explained 
above. 



CHAPTER 22 

ASSESSMENT OF NON RESIDENTS 


It must be noted at the outset that a resident is not 
necessarily an Indian national nor a non-resident 
necessarily a foreigner. However for practical purposes 
most of the foreigners who visit India would come under 
the category of non residents owing to the fact that they 
may not fulfil the necessary conditions required to make a 
person resident. 

Non resident foreigners are either casual visitors or 
those with more permanent interest, i, e., those having 
income-earning ties with India. Tourists and members 
of various foreign delegations who visit India are casual 
visitors. Their stay in India in .most cases would not 
-exceed the six months required to make them residents. 
Even if the stay exceeds six months,^ it is very unlikely 
that the entire stay would fall within the same previous 
year. Take for example, a tourist who comes to India on 
1st December 1956 and stays here till 30bh June 1957. 
Though his entire stay in India is for 212 days* yet he 
cannot be deemed a resident since the total stay in each 
of the two previous years (the first previous year ending 
on .Slst March 1957 and the second previous year ending 
on Slst March 1958> is less than 182 days. Even if his 
stay extends to more than six months in the same previ¬ 
ous year, he would only be a resident, not ordinarily 
resident. 

As already stated in a previous chapter, a non¬ 
resident is qjaargeable^ on all income 

( /) received or deemed , to be received in India 
irrespective of whether it accrued or arose 
within or without India ; and 
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(//) accruing or arising or deemed to accrue or arise 
in India, irrespective of whether it. is received 
within or without India. 

Non residents are not liable to pay tax on their 
foreign income, even if it is brought into or remitted to 
India. The foreign income of a non resident is taxable 
if it is received in India, but it is not taxable if it is 
brought into India. There is a point of difference between 
‘receipt’ and ‘bringing in’. Keceipt means the first receipt. 
Income once received cannot be received a second time ; 
and income having been received outside India, its remit¬ 
tance to India cannot be a second receipt but it would be 
a bringing in. 

The section under which income is deemed to accrue 
or arise in India and which concerns non residents most 
is section 42. Section 42 (1) is very wide in operation. 
It is so worded as to bring into the net of taxation as 
much Of a non-resident’s profits from trading in India as 
possible. Four specific types of income wherever arising 
are deemed to accrue in India, namely : 

(/) Income arising directly or indirectly from any 
business connection in India The meaning 
of the term “business connection” is impor¬ 
tant. This phrase has not been defined and the 
courts have given decisions after consideration 
of the particular facts of each case. It has 
been hold that business connection denotes 
some element of continuity in the relationship 
between the jisrson in India who makefr the 
profit and the non-resident who receives them. 
A single transaction would not create business 
connection. There would bo a business con¬ 
nection if a non-resident has a branch or an 
agency of its ow'n in India. 

(//) Income arising from any property in India. 
The word property is used as an ordinary 
English word and is not confined to building 
property. The word property includes bot£ 
movable and immovable property, but it 
means something tangible, e. g., furniture or 
machinery situated in India, which has .been 
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hired under an agreement by which the hire 
is payable outside India. 

<«/) Income arising from any asset or source of 
income in India. 

(/>) Income arising from any money lent at interest 
and brought into India in cash or in kind. 
The interest on money lent abroad and 
brought into India with the knowledge of the 
lender would be income deemed to accrue in 
India, However, if the borrower without the 
knowledge of the lender brings the money 
borrowed into India and that money earns 
income here, then the lender is not liable to 
pay any tax on the interest which he receives 
on the money lent. This is based on the 
principle that there must be some nexus 
between the taxing State and the assessee 
who is a foreigner, and the nexus is that a 
knowledge must be attributed to the lender 
that the borrower has borrowed money for the 
purpose of taking it to India and earning 
income on that money. 

With reference to these sources iff is possible tbat 
the contract may be executed outside India, and by the 
terms thereof the money may be payable outside India. 
In suoh oases the income accrues or arises outside Jndia 
and not in India ; but by virtue of section 42 (1) such 
inoome is deemed to accrue or arise in India. 

Under section 41 (2), where the course of business 
betwegn a resident and a non resident, who are closely 
connected, is so arranged that the business done by the 
resident with the non resident produces to the resident 
either no profits or less than the ordinary profits which 
might be expected to arise in that business, the profits 
which may reasonably be deemed to have been derived 
therefrom wiH,be chargeable to tax in the name of the 
resident who shall be deemed to be tbe assessee in respect 
of 8Uoh tax. . 

Under section 42 (3), if a non resident has a business 
connection in India, be is taxable only in respect of that 
part of the pjrofit made out of the connection, which is 
attributable to the operations iiji India. Thus, if a non* 
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resident’s business consists of buying goods in India 
through a branch or an agency and selling them outside, 
he will be assessable only in respect of that part of the 
profit "Which is attributable to the buying Gyrations. If, 
on the other hand, the business consists of buying goods 
outside India and selling them inside, the full profit 
arises in India and is taxable because the profit has been 
created by sales, and the sales have taken place in India. 
In the first case, the profit is deemed to accrue in India 
by virtue of section 42 (1), while in the second case the 
income arises outright in India and is taxable by virtue of 
section (4) (1) (c). Where manufactured goods are sold, 
profits do not accrue only at the place where the sales 
take plac^, but the profits must be apportioned, and a 
part of the profits may be considered as accruing at the 
place where the goods are manufactured and a part at the 
place where they are sold. In C, 1. T. v. Ahmedhhai 
Umarbhai ^ Co, the Supreme Court has held that profits 
must be apportioned between the manufacturing and 
selling operations. 

The Indian branch of a non-resident firm or com¬ 
pany is liable to pa'y income-tax in India on the profits 
pertaining to that branch. In order to ensure proper 
assessment in such cases, the Income-Tax Officer would 
require the production of the Balance Sheet and the 
Profit and Loss Account of the firm or company as a 
whole in addition to that of the Indian branch. If the 
Income Tax Officer is unable to find out the share of profit 
properly due to the Indian branch, he has powers under 
a special rule to determine how the profits of the Indian 
branch are to be calculated. This rule enables him to 
fix the income of the Indian branch for assessment pur¬ 
poses either as a percentage on the turnover of the business 
done by the branch or, where this procedure proves 
unsuitable, as a portion of the world income equal to the 
ratio which the Indian receipts bear tq the total receipts 
of the firm or company. Wher% even this method is 
found unsatisfactory, he can adopt such other method as 
he considers suitable. 

Mode of Assessment. 

I ^ 

Indian agents of non-resident firms, of which they 
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are not technically either branches or subsidiary firms, 
are liable for the payment, on account of their principals, 
of tax on their principals’ Indian profits. The assessment 
of a non resident may be made either in his own name 
or in. the name of his agent and in the latter case such 
agent shall be deemed to be the assessee in respect of such 
tax. Section 43 contemplates three classes of persons 
who may be treated as agents of a non-resident, namely : 

(/) Any person employed by a non-resident ; 

(//) Any person having a business connection with 
the non-resident j or 

(Hi) Any person through whom the non-resident 
receives any income. 

The Income-Tax Officer must serve on the resident 
person a notice of his intention of treating such person 
as the agent of a non-resident, thus giving him an oppor¬ 
tunity of being heard as to his liability. 

Where a person, who has been appointed and assessed 
as the agent of a non-resident, denies his liability to be so 
assessed, he is entitled to appeal under section 30, afier 
the assessment is made, against the’order appointing him 
as agent ; and he may file such an appeal on the ground 
that he is not liable to be assessed as agent, even though 
he may not appeal against the quantum of the income 
assessed or the tax determined. But no appeal would lie 
by such an agent, l^e/of^e any assessment is made o^ him 
in such capacity ( 1943 I, T. R. 553 ) 

A broker in Indi«., who carries on ordinary broking 
business through non-resident brokers, cannot be deemed 
to be ^ agent in respect of such transactions, because in 
such cases there is no method of ascertaining what profit 
the principal makes and how much tax should be retained. 
In such cases the foreign principal will be taxed direct in 
respect of his Indian profits. 

When a parson has been treated as the agent of a 
non-resident fpr purposes of income-tax, he has a right 
to deduct from payments to the non-resident the tax which 
he estimates, he will have to pay on the profits made by 
the non-resident in India If the non-resident principal 
and the res-ident agent cannot agree on the estimated 
amount to be retained, the resident person can get a 
oertjfiqfbte from the Income-Tax Officer as to the amount 
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which is coDsidered reasonable to be retained pending 
the settlement of the matter, and if he obtains suoh certi¬ 
ficate he will not be liable to pay tax as agent for any 
greater sum. 

If the assessee, carrying on business in India, has 
business connection with a non resident, and he is assessed 
under section 42 ( 1 ) as agent of the non-resident in respect 
of the income of the non-resident, and the tax is recovered 
from him, but the assessee is unable to recover this amount 
of tax from the non-resident and in the year of account 
the assessee writes it off in his accounts and claims the 
amount as a bad debt or trading loss, it has been held :— 

(a) that the amount in question was a debt due to 

the assessee “in respect of his business’^ within 
the meaning of section 10 ( 2 > (xi) in asmnoh as 
the assessee had not paid the tax voluntarily 
but to discharge a legal obligation which arose 
from its business, and the assessee was therefore 
entitled to have the amount deducted as a bad 
debt; and further 

(b) that, even assuming that in the strict sense of 

the term the amount claimed as a deduction 
by the assessee was not a debt, it could be 
claimed* as a business or trading loss, and in 
arriving at the true profits of his business this 
loss must be deducted ( I. T R. 72 ). 

Deduction of Tax at Source. This has been explain¬ 
ed in a previous chapter. 

Illustration 

X paid Rs. 10,000 to Y (a non-resident) as interest on capital 
borrowed for purposes of business, but failed to deduct income;tax 
therefrom. What would be the consequences to X ? 

Section 10 (2} (Hi) allows the deduction from profits of interest 
paid on capital borrowed for business purposes, but in the case of 
interest paid to a non>resident it provides that the deduction will 
not be allowed unless income-tax has been deducted at the 
maximum rate or there is a resident agent who may be assessed in 
respect of the income of the non-resident. The);efore Rs. 10,000 
will not be allowed as a deduction in computing the taxable profits 
of X*s business. 

Again under section x8 ( 3 A), X shall be deemed to be an 
a^essee in default in respect ox the tax that he should have 
deducted from Rs. xo,ooo paid to Y. The Income-Tax Officer 
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would, of course, eodeavour to assess the non-resident first, but, 
lai^ng realisation of the tax, he will hold X responsible for the 
amount of the tax due from Y. 

X therefore loses the benefit of the deduction of Rs. 10,000 
' in his own assessment and also incurs the penalty of paying the tax 
due from Y. 

Computation of Tax. 

Section 17 (1) lays down the basis on which tax is 
to be calculated on the total income of non-residents. A 
non-resident person (excluding? companies) will pay income- 
tax and super tax in the following manner :— 

(a) Income-tax on the total income (whatever its 
amount) at the maximum rate, and 
(i’) Super tax on the total income (whatever its 
amount) at 19 - without any surcharge or the 
super-tax which would be payable on the total 
income if he were a resident, whichever is 
greater. 

A non-resident is, however, given an option of 
deciding once for all whetho" he will be assessed on the 
basis- given above or on the basis of income tax and super 
tax.on the total income at the rates applicable to his total 
world income. This option is to be exercised by a written 
declaration given to the Income-Tax Officer before 30th 
«Tune of the year of assessment, when the non resident first 
becomes liable to assessment, and the option once exercised 
will operate for all subsequent years. The time limit will 
be relaxed only in really deserving cases, i. e„ where the 
Inoome Tax Officer is satisfied that the assessee was 
prevented by snfficient'oause from not making the decla¬ 
ration within the time limit allowed and that no reduction 
in.tas liability has occurred by reason of his failure. 

All non-residents (irrespective of their nationality) 
have therefore the option of being assessed on their total 
income at an arbitrary rate or of declaring their foreign 
income and securing a modification in rates if it suits 
them. 

Itwill^be a little difficult to say in the c.ase ,of 
fluctuating incomes which opbiop is more advantageous 
to the assessee in the long run as the option once exercised 
cannot be changed. It may generally be stated that the 
first option' is more advantageous to non-residents wilih 
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large incomes since the incidence of super-tax is lower, 
while the second option is beneficial to smaller investors. 

The method of computing the income tax and super¬ 
tax payable by a non-resident is illustrated in the chapter 
dealing with computation of tax. 

When the tax payable by a non-resident has nob 
been deducted at source or when there is no resident 
agent from whom it may be recovered, any arrears of tax 
may be recovered from any assets of the non-resident 
which are or may at any time come within India, There 
is no time limit to such recovery. 

In many cases a non-resident pays tax twice on 
certain portions of his income in his own country as well 
as in India Therefore to a^ord some relief in such cases 
there are arrangements for double taxation relief with 
several foreign countries, so that the whole burden of tax 
on the foreign income does not fall on the non-resident 
assessee. The provisions governing double taxation relief 
are contained in sections 49-49 D, but as these provisions 
are very complicated they have been ignored in this book. 

Foreign Shipping. ' .Under sections 44A and 44B, 
the income of certain classes of shipping is assessed in the 
very year in which it is earned. These sections apply to- 
a non-resident shipowner or charterer who has no agent 
in India. When any such ship calls at an Indian port, 
the Master is required to pay tax on 1/6 of the Indian 
receipts before the ship is allowed to leave the port A 
port clearance certificate is not granted to the ship until 
the tax has been duly paid. 

This is an exception to the general rule that .,jihe 
income of a previous year is assessed to tax in the follow¬ 
ing financial year. 


Illustrations 

(i) X is a resident of Nepal On ist April i 95 *\ h« purchased 
house property worth Rs.2,oo,ooo in Luck&ow. He j^lso advanced 
a sum of Rs, 1,00,000 to a Lucknow firm on the same day at 6% per 
annum interest. The house property fetches him a taxable income 
of Rs.to,ooo a year. 

According to the instructions of X, the rent and interest due 
to him are remitted by the tenants and the Lucknow firm direct to 
him in Nepal. 
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When required to submit his return for purposes of income- 
tax assessment, X denies his liability to tax on the ground that the 
income is received by him direct in Nepal and the mone/ was also- 
advanced by him in that country and that he has no business 
connection in India. 

How would you proceed with the assessment of X, and how 
can -the tax, if any, levied on him be recovered ? 

Since the contracts with the tenants and the Lucknow firm 
have been made in Nepal and since the rent and interest are also 
payable there, the income from such rent and interests cannot be 
said to accrue or arise in India ; but by virtue of section 4 a (i) such 
income is deemed to arise in India. Therefore X^s total income of 
Rs, 16,000 is liable to tax. The assessment of X would be made 
either in his own name or in the name of his agent through whom 
he received the rents and interest. 

The Income-Tax Officer must serve on the resident person a 
notice of his intention of treating such person as the agent of X, 
thus giving him an opportunity of being heard as to his liability. 
The person treated as the agent of X for purposes of income-tax 
has a right to deduct from payments due to X the amount of tax 
which he estimates he will have to pay on X's Indian income. 

When the tax payable by X has not been deducted at source 
or when there is no resident agent from whom it may be recovered, 
any arrears of tax can be recovered from any assets of X which arc 
or may at any time come within Indijv. There is no time limit to 
such recovery. 

In this case either the Lucknow firm or any of the tenants of 
X can be treated as his agent and the anrount of tax due from X 
can be easily recovered from such agent. 

fa) A non resident exporter deals with the resident importer 
as principal to principal. The mo Im o/>(>randi of the business is 
that the non-resident sends shipping documents to a bank, in India 
who delivers them to the importer on payment of the full amount. 
The bank remits the amount to the non resident exporter. 

Is the non-resident liable to tax at all ? If so, how and to 
what extent ? Will the non-resident be assessed direct or through 
an agent ? In the latter case, who should be appointed as agent ? 

The non-resident is liable to tax under section 4 ( i) (a) on the 
footing that the sale proceeds are collected on his behalf in India by 
his bank. 

Under section 4 (i) (a), the non-resident would be chargeable 
on the entire profit included in the sale proceeds, and not only oa 
a part of the profits under section 4a ( 3 ). 

As the Aon-residerft exporter and the resident importer deal 
with each other as principal to principal, the resident importer 
cannot be appointed as the agent of'the non-resident. Either the 
non-resident has to be assessed direct or his bank has to be appoin¬ 
ted as agent because it received the income on his behalf. 



CHAPTER 23 

ASSESSMENT OF DISCONTINUED BUSINESSES 

The discontinuance of a business, profession or 
vocation means its complete closing down and the cessa¬ 
tion of all its operations. There is no discontinuance if 
^stomers are merely notified that the business would 
w closed on a certain date but the business continues to 
be transacted, though it may be simply to complete the 
outstanding contracts. In the liquidation of a company 
there may be continuance of business, A business may 
be dormant and there may be little doing ; still the business 
continues. Business is not confined to being busy. A 
business or a profession cannot be said to be discontinued 
flp long as the proprietor is holding out for work. 

If a professional man such as a doctor or an accoun¬ 
tant ceased to exercise his profession, there would be a 
discontinuance. Similarly, if some of the partners of a 
firm should agree to buy out the remaining partners, 
agreeing to realise all the outstandings and to discharge 
all the^ liabilities of the old firm, then there w^ould be a 
discontinuance of the old firm, though the remaining 
partners Imay carry on the business in the same old busi¬ 
ness premises. ^ 

Discontinuance denotes the disappearance of the 
owners of the business. A business may persist notwith-. 
standing a change in the persons carrying it on on" 
the sale of a business. In such a case, the identity and 
<X)ntinuity of the business is preserved but there is a 
change of ownership. There is no discontinuance but 
there is a succession. There can be no discontinuance 
of a business when it is sold to anp^ther. .^^change in 
the ownership would not constitute a discontinuance, as 
for example when a partnership is converted into a limited 
•company. The question is not whether the business is 
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discontinued or not discontinued by the particular owner 
thereof, but whether the business is wholly extinguished. 

When a single business is broken into several parts 
and divided and carried on by its former owners severally, 
there would be a discontinuance. There, can be no Suooes- 
eion in part to a business. The two terms “discontinuance” 
■and “succession” have well recognised meanings in income- 
tax law ; and reliefs claimable on discontinuance are 
different from those claimable on a succession. 

Illustrations 

(0 Where on partition the assets of a joint family business 
Were split up, the joint family business no longer continued in 
•existence but was terminated and there was therefore a discontinu¬ 
ance. 

(2I X was a solicitor of the Calcutta High Court. In i9a4 he 
entered into partnership with another solicitor and on ist March 
1941 he retired from his profession. By becoming a member of a 
firm of solicitors, X did not give up his profession of solicitor, but 
Teally entered into a venture with other members of his profession in 
order to work jointly as solicitors. As a partner of tht firm, X did 
practise as a solicitor from 1924 to i944, and in i944 he disconti¬ 
nued his profession. 

Discontinuance. 

As regards the imposition of tax on a discontinued 
business, profession or vocation, a distinction is made 
between a business, profession or vocation that was at any 
time .assessed under the Income-Tax Act of 1918 and one 
that was not so assessed. 

(a) If not assessed under the 1918 Act. Sections 25 
^1) and 25 (2) nfake the following provisions for the 
assessment of a discontinued business, profession or voca¬ 
tion which was never taxed under the Income-Tax Act 
of 1918 

Under section 26 (1), where such a business, profes¬ 
sion or vocation is discontinued in any year, an assessment 
may be made in that assessment year on the basis of the 
income of thft period between the end of the previous year, 
and the dhte of sifbh discontinuance in addition to the 
assessment, if any, made on the basis of the income of the 
previous year. In making such assessment, the rates of 
tax to be applied are the rates in force in the assessment 
year in'which the discontinuance takes place. 



INCOME-TAX 


41a 


Section 25 (1) imposes a liability of prematura 
assessment on the assessee. It confers no benefit on him. 
The words of the section do not empower the' Income- 
Tax Officer to make a cumulative assessment in respect- 
of profits earned in two different accounting periods or 
entitle him to merge the profits of two years into one 
total sum. All that the section authorises the Income-tax 
Officer to do is that it gives him an option to make a 
premature assessment on the profits earned up to the date 
of discontinuance in the year of discontinuance itself 
instead of in the usual assessment year. 

Thus, if a business whoso previous year ends on 
30th September is discontinued on 1st January 1957 then 
in the assessment year 1957-58 an assessment may bo 
made on the income of the period from 1st October 1956 
to 1st January 1957 in addition to the assessment of the 
income of the previous year ended 30th September 1956. 
The normal rule of assessing the income of one year has 
no application here, because this provision is intended to* 
make a final settlement between the assessee and the 
Government in case of the discontinuance of business,, 
profession or vocation. 

Under such circumstances, the income of a period' 
of more than a year is taxed in one assessment year, and 
the assessment may be called a cumulative assessment. 

Section 25 (2) requires that persons discontinuing 
a business, •profession or vocation must give to the Income- 
Tax Officer a notice of such discontinuance within 15 
days, otherwise they become liable to a penalty. 

(b) If assessed under the 1918 Act. Section 25 (3)- 
deals with the assessment of a discontinued business, 
profession or vocation that was at any time assessed under 
the Income-Tax Act of 1918. 

Under the Act of 1918 income tax was levied on the 
income of the current year, i. e., the year of assessment^ 
but as the income of that year could not be known till 
after the expiry of the year, the assessment was made on 
the basis of the income of the previous year but after the- 
olose of the assessment year an adjustment used to be 
made on the basis of the income of the assessment year. 
The Act of 1922 introduced a change in this respect. 
Under section 3 of this Act, the income of the previous. 
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year is made the subject of the charge and tax is levied 
on the income of the previous year though it is a tax for 
the assessment year. On the passing of the Act of 1922, 
the previous system of assessmaut was kept alive for one 
year. The result was that for the year 1922-23, there 
were two assessments, one under the Act of 1922 on the 
income of 1921-2*2 and another under the old system by 
way of assessment on the income of the same year 1921-22. 
In other words, the income of the year 1921-22 was 
assessed twice, once under the Act of 1918 and again under 
the Act of 1922. 

To remove this anomaly and in order to make the 
number of assessments tally with the number of years 
during which a business existed, section 25 (3) of the Act 
of 1922 provides that, when a business, profession or 
vocation which has been taxed under the 1918 Act is 
discontinued, the assesses is entitled to the following 
reliefs : — 

( / ) The income of the period from the end of the 
previous year up to the date of discontinuance is alto¬ 
gether exempt. This is a statutory relief for which no 
claim is necessary. The IncomAtax Officer ought to grant 
it without asking. It is not time-barred. 

( it ) The assesses is in addition entitled, at his 

choice, to have the profits of this period taken as the 

profits of the previous year and to claim to be taxed in 
respect of such previous year on the basis of the substi¬ 
tuted profits. He would in consequence be entitled to 
reopen the assessment if it had already been made in 
respect of the previous year’s income and to claim a 

. refund if such reopening leads to a lesser tax. If the 

’ assessment in respect of the previous year’s income had 
not been completed at the time, the assessee could ask the 
Income-Tax Officer to compute the tax on the income of 
this period from the. end of the previous year to the date 
of disoontinpance, instead of on the previous year’s 
income, if that ccjurse happens to be favourable to him. 
The optmn lies with the assessee to have the income of 
this period to be substituted for the previous year’s income 
and if he does not avail himself of this option the Income 
Tax Officer can only proceed to assess the previous.year^s 
income in the usual manner. 



414 INCOME-TAX 

The expression ‘*end of the previous year’* suV 
seobions (S) and (4) of seofcion 25 means the end of an 
aooounbing year <a period of full 1*2 month?) expiring^ 
immediately preceding the date of discontinuance or 
succession. This is the latest decision of the Supreme 
Court of India given in the case of C, I. T. v. K. Srinivasaw 
and K. Gopalan on 22nd December 1952. 

If a business, profession or vocation (charged under 
the 1918 Act', to which there has been a succession smce 
Isb April 1989, is discontinued, the two reliefs referred to 
above are not available, because they must have already 
been availed of at the time of succession and they cannot 
be given again. 

Illustrations 

(x) A doctor has carried on his profession since t9io and 
was assessed under the Income-Tax Act of « 9 x 8 . His accounting 
year ends on ^ist March On the discontinuance of his profession 
the position would be as follows :— 

(a' If he discontinues on xst April 1957. the very opening 
day of the year of discontinuance, there is no interval of tiu' bet¬ 
ween the end of the previous year and the date of discontinuance, 
and therefore the profits of this period would be nil. There is 
nothing to tax f this period and the grant of the first of the two 
reliefs, namely, the exemption from tax up to the date of discon¬ 
tinuance, is of no use to the assessee. But the second of the two 
reliefs is valuable. The income for this period being nil, the 
assessee may require that the income of the entire previous year 
ended 3 xst„ March X957 be treated as nil and he would conse- 
quentlv be wholly exempt from tax. The claim for this relief must 
be made on or before xst April 1958, i. e , within one year from the 
date of discontinuarce 

If he discontinuca at any time durin? the year, say, on xst 
July t 957 , the income earned during thi; broken period of three 
months would be wholly exempt from tax. but this matter would 
arise for consideration only in the assessment year i 958 - 59 . The 
assessee may however claim that the inome of this periol ot three 
months be substituted for the income of the whole previous year 
ended on 9xst March X957 and be taxed axordingly. Hence if the 
assessment proceedings for 1957-58 had not been cotnplcted before 
1 st July l 957 , the assessee may ask for this a relief imtpcdiatcly ; 
but if the assessment has been comoleted by then, he would have to . 
file a separate applicaiion for the reopening of assessment, and this 
he must do on or before ist July tqsS. 

(c) If he discontinues on 3 ist March 1958 the last day of tlw 
accouiiting year, the income of the entire period from tst April 
1957 to axst March 1958 would be exempt from tax ; But this 
would be a matter arising for consideration in the assessment year 
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1958-59 when this income falls to be considered for taxation. In 
regard to the second of the two reliefs, namcl>, the substitution of 
the income of i 957-58 for the income of i 956-57 attd *0 be taxed 
accordingly, an ascertainment of the income for 1957-58 shall 
have to be made for the said purpose, though such entire income 
is exempt from tax. Such ascertainment becomes necessary for 
the purpose of substituting it for the income of the previous year 
1956 - 57 , The application for the reopening of the assessment by 
reason of such substitution must be made on or before 9ist 


March i 959 . , t . • 

a) X, whose accounting year ends on 3 oth June, has been 10 

business as a bookseller since 1907 and has been assessed under the 
Income-Tax Act of i 9 i 8 . On ist March i 957 , he discontinued his 
business. What are the income-tax concessions he is entitled to ? 
He is entitled to the following income-tax concessions 


available under section 25 ( 3 ) : — 

(ii His income of the period from ist July 1956 to ist March 
1957 is completely exempt from income-tax. 

{ii) If he so elects, he may make a claim for the substitution 
of the income of the year ended 3 oth June 1956 by the income of 
the period ist July 1956 to ist March 1957 ; but this he would do 
only when the former income is higher than the latter. Such a 
claim must be made before ist March 1958. 


Succession. 

In order to determine whether there is a sncoessioii 
to a bnainess two factors have to be * considered, namely : 
(i) whether the original business and the subsequent busi¬ 
ness are identical; and (ii) whether there has been a conti¬ 
nuity of the original business. If the original business has. 
come to an end or has been discontinued, then fiie subse¬ 
quent business, eve's though it may be identical with the 
first business, cannot be looked upon as its successor 
•bec;i*uso a successor must not only do the same business but 
must also continue the business to which it has succeeded. 

•The reliefs granted to a discontinued business, 
profession or vocation are extended by section 26 (4) to 
oases of succession to such business, profession or vocation', 
if tbt successiQP has taken place after ist April 19 ^ 9 , If 
the succession had ♦taken place prior to 1st April 1939, no 
relief on the basis of succession was admissible. If the 
succession took place after Ist April 1939, the outgoing 
person is entitled to the same reliefs as if he had disconti¬ 
nued the business on the date of the succession. • 

Therefore on a succession the predecessor can olaim 
absolute exemption from tax in respect of income from 
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the end of the previous year up to date of succession, 
and may in addition, if he so chooses, claim that the 
profits of this period be substituted for the.profits of the 
previous year and taxed accordingly. If tax had already 
been collected, he would be entitled to a refund if 
necessary. 

Where a change takes place in the constitution of a 
firm on account of the death or retirement of a partner 
or the introduction of a new partner, such a change 
constitutes a succession and the reliefs would be available. 
But a mere change in the profit-sharing proportions of the 
partners during the currency of the partnership, the 
personnel of the firm remaining unchanged or a minor 
admitted to the benefits of partnership attaining majority 
and becoming a partner thereafter, would not entitle the 
firm to the above reliefs, because in these two cases there 
is a mere change in the constitution of the firm. 

For the application of section 26 • 2) or section 25 (4), 
it is not essential in every case that the successor firm 
•should have niatheinatically the same extent of business 
as the predecessor firm or that it should have taken over 
the same extent of trade or the same line or set of ( usto- 
mers as belonging to the predecessor firm, nor does it 
mean that the successor firm should have taken over all 
the different biisinesces which the predecessor firm had 
carried on. It is sufficient if there is substantial identity 
or similarity in the nature and extent of the activities 
carried on betw^een the two firms. 

Illustrations 

(1) A firm consisted of three partners A, B and C. It was 
taxed under the Income-Tax Act, i9i8. The constitution aC thk 
firm changed from time to time till i939 when C. K. and L. the 
then partners, executed a deed of partnership. In i947 the 
partnership was converted into a limited company. As the business 
of the firm continued right from its inception till X947 there was a 
succession in 1947 when the company was formed and the assessee 
was entitled to relief under section 25 (4) (C* /. T. v. A- W. Figgu 
& Co. and (Jth*rs). 

(2) A firm carrying on business consisted ot tour partners. 
The deed of partnership empowered each of the partners to iExercise 
the right of dissolving the partnership at will. One of the partners 
gave notice and severed his connection with the firm and commen* 
ced new business of his own. His share in the profits and assets 
was paid to him partly in cash and partly by allotting to him a 
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a shop owned by the firm. The remaining three partners continued 
to carry on the same old business under the old firm name It was 
held that the old firm stood dissolved as a result of the notice 
given by the partner and the new firm consisting of the remaining 
three partners must be treated as a different person. There was 
therefore a succession to the business within the meaning of 
sectidn 25 (4). 

Super-Tax. The reliefs referred to above apply only 
to income-tax. They are also available for super-tax 
where the assessment for super tax was made for the first 
time for the year beginning with 1st April 1920 or 1st 
April 1921. The Super-Tax Act of 1920 came into force 
on 1st April 1920, and hence the reference to the year 
beginning on Isb April 1920 or to the next year beginning 
on Ist April 1921. If any assesses was charged to super¬ 
tax prior to 1st April 1920 he would not be entitled to any 
relief from super-tax. 

Companies. The above reliefs are not available to 
•companies that were charged under the Income Tax Act 
of ISRG, because they were not charged in the first year of 
their life, and hence the extra assessment in 1922-23 on 
account of the Income-Tax Act of 1922 has already been 
relieved by the assessments under the 1886 Act. Therefore 
no further relief is necessary. » 

AT. B .—The relief under section 25 ( 4 ) is granted only once 
i, e.f in respect of the first succession after ist April x 939 , and it is 
restricted to the person who was carrying on the business as on that 
date. If he does not avail himself of the relief, his successes cannot 
claim it whenever he is succeeded by someone else. It should how¬ 
ever bo noted that the parson carrying on the business on ist April 
i939 is entitled to the relief on account of discontinuance or succes¬ 
sion, though he himself might have succeeded to the business on an 
earlic*r occasion. 

Period of Limitation. Under pootion 26 (6), no claim 
or relief on account of discontinuance or succession shall 
be entertained unless it is made before tho expiry of one 
year from the date of discontinuance or succession. This 
period of lipaitation infers only to the relief by way of 
adjustment of the tax levied on the income of the previous 
year and the consequential refund (if any) for which the 
assessee has to make a claim. The period of limitation 
does not apply to the exemption from tax of income.'Of 
^he period between the end of the previous, year and the 

37 
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date of disoontinuanoe or succession, which is a statutory 
relief and for which the assessee need not make a claim. 

It is considered that sections 25 (3) and ^4) have been 
used very freely for the avoidance of tax. Whenever an 
assessee has a highly profitable yrar, he resorts to somo 
trick to show that the business has been either closed 
down or succeeded to and pays no tax on the enormous 
profits earned. Very often he may actually close down the 
business or convert a proprietary concern into a company, 
a Hindu undivided family into a firm, etc., because so* 
much tax can be saved thereby. 

Illustrations 

(1) A Hindu undivided family was assessed for i 956 —57 on 
an income of Rs. 50,000 from business for the calendar year 1955. 
It commenced business in i 9 i 6 and has always been assessed since 
then. At the time of the assessment for the year 1957-58 it is claimed 
that the family disrupted on 30th June i 956 and converted itself 
into a partnership consisting of the members of the disrupted 
family. A claim is also made for all the benefits available under 
the Indian Income-Tax Act. The partition is accepted as from 3 oth 
June 1956 and income for the period up to that date is determined 
to be Rs. 3 o,ooo. You ar^e required to complete the assessment of 
the family. Under what section of the Indian Income-Tax Act 
would you proceed ? 

In this case the • provisions of section 25 ( 4 ) are applicable 
in as much as the Hindu undivided family, which was assessed under 
the 1918 Act is succeeded to the business by a firm. Accordingly 
the income of Rs. 30,000 for the period of six months ending 30th 
June t 956 will be exempt from income-tax, (but not from super-tax, 
it being assumed that the family was not assessed to super-tax for 
the first time in the year 1930-21 or 1921-32). The assessee will 
also be entitled to have this figure of Rs. 30,000 substituted for the 
business income of Rs. 5 o.ooo determined for the assessment year 
1356-57. Therefore he will be entitled to a refund of the difference 
of income-tax resulting from the substitution of Rs. 30,000 for 
Rs. 50,000 for the assessment year 1956 - 57 . 

(2) A and B were equal partners in a business which had been 

in existence since 1912 and which had been assessed under the 
Income-Tax Act of i 9 i 8 . The income of the business then being 
small, no super-tax was paid by them. They paid super-tax for the 
first time in the assessment year 1929-30J’ s 

During the accounting year commencing on ist April 1956, A 
died on 3 oth September 1956, on which date B admitted into the 
business as partners the two sons of A, namely, C and D, giving 
each 'jABhite. 

The inoome of the firm for the previous year ended 3xst March 
1957 has been determined at Rs. 4,00,000 and the firm^s assessmesT 
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is,made on the footing of a registered firm. The partners had income 
from other sources during the same period, and these were :— 

A's Estate. For the first six months dividends gross Rs 2o,ooo 
and ground rent Rs. 5 ,ooo. For the last six months divii> 
dencS gross Rs 15,000 and ground rent Rs. 12,000, 

B. He suffered a loss of Rs. 20,000 in silver business 

Q. His share of loss in an unregistered firm amounted to 
Rs. 20,000. He paid life insurance premium amounting 
to Rs 800. 

D. Ground rent Rs. 6,000 and director's fees Rs a,000. 

You are required to prepare the respective tax liabilities of 
(i) the Estate of A deceased, (ii) B, (iii) C and (iv) D for the assess¬ 
ment year x957-58. Do not calculate the actual amount of tax 
payable. 

(i) The estate of A deceased is liable to tax orly in respect of 
the income earned by A up to the date of his death. The income 
from 1st October i 956 to 3 ist March i 957 belongs to A's legal 
representative who will be liable to pay tax thereon. 

The assessment in respect of A's income will be made on his 
legal representative. As regards his share of income from the firm 
for the first six months of the accounting year 1952-57 (i. e., 
Rs, 1,00,000) he is entitled to the following reliefs by virtue of 
section 25 (4):— 

(а) Rs. 1,00,000 is exempt from income-tax and will not be 

included in the total income for income-tax purposes. 
It is however liable to super-tax* and will be included in 
the total income for super-tax purposes, because the firm 
was not assessed to super-tax in the year beginning 
zst April 1.20 or 1921. 

(б) If his share of the firm's income fcr the previous year 

i 955-56 was more than Rs. 1,00.000, A's representative 
can ask the Income-Tax Officer to substitute Rs. x,^o,ooo 
in place of A's share of the firm's income for the previous 
year i 955>56 and^ can claim a refund if A's assessment 
for the assessment year i 936-57 has already been comp¬ 
leted before his death. The claim for this concession 
• , must be made before 30th September 1957. 

‘ A's total income for income-tax purposes is therefore only 
Rs. 25,000 (Rs. 20,000 dividends and Rs. 5,000 ground rent) and he 
is liable to pay income-tax on Rs 20,000 at 1956-57 rates and on 
Rs. 5,000 at 1957-58 rates. A's total income for super-tax purposes 
will be Rs. 1,25,000, super-tax on which will be payable at the 
1957-58 rates. • 

f ii) B's share of income from the firm for the previous year 
1956-57 is Rs. 2,00,000 and he has suffered a loss of Rs 20,000 in 
another business Therefore his total income is Rs. 1,80,000. 
He will therefore pay income-tax and super-tax on Rs. 1,80,000 at 
the 1957-58 rates. 

(tit) C's share of income from the registered firm is Rs 50,000 * 
He is not allowe.d to set off his share of the unregistered firm's loss 
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against his income from the registered firm. His total income is 
therefore Rs. 5 o,ooo. He will pay income>tax and super-tax on 
Rs. 5 o,ooo at the i 957-58 rates ; but he is entitled to get a rebate 
of income-tax (but not of super-tax) on Rs. 800 on account of life 
insurance premium at the average rate of income-tax. 

Hv) D's share of income from the registered firm is Rs. 50,000 
and his total income is Rs. 58 ,ooo. He will therefore pay income-tax 
and super tax on Rs. 58,000 at the 1957-58 rates 

Note If the two sons of A are entitled to the income of 
Rs. 27,000 earned after A's death, then the appropriate share of B 
and C each in that income will also be taxed in his hands along 
with his other income. 

(3) During the year ended 3 ist March 1957, X had an income 
of Rs. 19,000 from property, Rs. 27,000 from salary and Rs. ao,ooo 
from a registered firm in which he was an active partner. The firm 
in which he was a partner discontinued its business on 3 ist Decem¬ 
ber 1956, after having continuously carried it on from 1st April 
1916. Indicate how the tax due from X for the assessment year 
1957-58 will be calculated. 

Calcuintion of Income-tax : 

The income from firm will be excluded from the total 
income of X under the operation of section 25 (3) in view of the 
decision of the Bombay High Court in C. /. T. v. N. M. Ra^i. His 
total income will be as follows :— Rs. 

1. Salary ^ 27,000 

2. Income from Property ... i 9 ,ooo 


Total income 

Earned income allowance 

Assessable income 


46,000 

3 , 6 ^ 

4 a, 4 oo 


, On Rs.23,400 income-tax will be charged at the rate applicable 
to an income of Rs. 42,400 under the Finance Act of i 956 and 
income-tax on Rs. 19,000 will be charged at the rate applicable to 
an income of Rs. 42,400 under the Finance (No. 2) Act, 1957. 
Calct^ation of Super-tax :— 

Assuming that the firm was not assessed to super-tax for the 
first time in 1920-21 or igai-22 the income from the firm will not. 
be exempt from super-tax. The total income of X for super-tax 
purposes will be as follows Rs, 

1. Salary ... 257^000 

2. Income from Property ... 19,000 

3 . Share of income from firm • ... 20,000 


Total income 


66,000 


On the salary income of Rs. a 7 ,ooo super-taS: will be charged 
^ at the rate applicable to an income of Rs.66,ooo under the Finance 
* Act of i 956 and super-tax on Rs. 39,000 will be charged at the rate 
applicable to an income of Rs. 66,000 under the. Finance (No. 2) 
Act of 1957. 



CHAPTER 24 

SOME RECENT CASE LAW 


The number of income-tax cases decided by the 
Supreme Court and the various High Courts in India has 
considerably increased in recent years. A very brief 
summary of some of the principal decisions is given in 
this chapter. 

Adventure in the nature of trade, 

(1) The assessees, the managing agents of certain 
mills, made purchases of plots of land adjoining the mills. 
Five years later, they sold the land to the mills and the 
proceeds were credited to the assessees’ account in the 
books of the mills. It was held, on n, consideration of 
all the circumstances of the case and particularly the fact 
that the real object of the purchase was to sell the 
property to the mills, the needs of wh^ch the assesses as 
managing agent could gauge with accuracy, the profits 
accruing from the transaction were taxable as income 
from an adventure in the nature of trade (-2<f I.T.R. 40J). 

(2) If a person buys lands with a view to sell^bhem 
and thereafter carries on certain operations so as to bring 
greater profit and facifitate the sale of the plots, it can be 
said, even if it is a single transaction, that his activity 
is sin adventure in the nature of trade, for the essence of 
a trade, buying and selling for profit, is present in that 
activity. ’ But if a person buys land with no intention of 
selling it, and after a long interval finds it convenient- 
to sell the land by parcelling it out into different plots and 
also by laying cfut roads and providing other amenities 
with a view** to get Aore price, it cannot be said that the 
activity which he carried on h^s any element of trade, 
and it cannot be said therefore that it is an aiotivity in the 
nature of trade ( 22 1. T, R. 502 ). 
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(3) The asseasee was a Greek national and he was 
an employee and representative at Kanpur of a Bombay 
company. He was drawing a salary as also a commission 
which were kept in deposit with his employers in Bombay 
and which in April 1939 had accumulated to about Rs. 2 
lakhs. In April 1939, on the instruction of the assessee, 
the employejs purchased on the assessee’s account gold bars 
for about Rs. 2 lakhs and kept the same in the safe 
custody of a bank in Bombay. In 194*2, the Bombay 
bank was willing to keep the gold in its safe custody 
as the war nob situation had worsened and the assessee 
therefore transferred the bars to Kanpur and kept them in 
a bank there. In October 1944. the assessee sold the gold 
bars for about Rs. 3*9 lakhs. It was held that, on the 
facts and circumstances of the case, there was no material 
to justify the finding that the surplus arising out of the 
sale of gold bars was income from business and nob 
capital gain. The mere fact that the assessee had, on 
certain occasions, indulged in some transactions in futures 
would be no evidence that the transaction of purchase of 
the gold bars was a lousiness venture and nob conversion 
of his capital ( 26 I. T. R. iSp ). 

Income or Capital. < 

( 4 ) There is no rule of law that if a consolidated 
payment was received for a mixed consideration com¬ 
pounded of elements some of a trading or revenue nature 
and otters being the realisation of a capital asset, the tax 
authorities could not and ought* not to split up the 
components. On the other hand, the rule is that in such 
oases the payment should be apportioned and tax should 

. be levied on that portion of the amount which represents 
a revenue receipt ( 2 S I. T. R. 4 jj ). 

(6) The assessee received a sum of Rs. 8,272 from 
the Central Public Works Department as compensation 
for the use and occupation of its land which was requisi¬ 
tioned by the Government. No damage waQ inflicted on 
the land and the land was returned to the assessee after 
the period of requisition in the same condition as it was 
before. It was held that, as the assessee was only joe- 
vented for the period in question from enjoying the 
usufruct of the land and was not permanently deprived of 
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the use of the land, the amount of Rs. 8,27*2 represented 
merely the loss of income suffered by the assesses for the 
period during which the Government was in occupation 
of the land and was liable to be taxed as income from 
■other sources <£/ I. T. R. 22 /). 

. (6) The assesses firm entered into an agreement 
with a limited company to carry on a business for a 
period of five years on certain terms and to share the 
profits and losses, the assesses firm further undertaking to 
finance the concern on certain terms mentioned in the 
document. After the expiry of about 20 months the 
parties mutually agreed to terminate the agreement. 
Under the cancellation agreement the assessee firm was 
paid a certain sum “in lieu of all their claims as regards 
damages, etc. and share of profits during the period of 
cooperation and future.” It was held that the sum of 
Rs. 37,248 was paid to the assessee firm as compensation 
for termination of certain rights under the agreement and 
it was therefore not taxable as income. There is a differ¬ 
ence between compensation received for non-performance 
Pf a contract entered into in the course of business and 
compensation received for discontinuance of the business 
itself The former may be treated as income, but the 
amount received for terminating a bissiness cannot ordi¬ 
narily be deemed to be income from that business. 
(22 l.T.R, Ipj . 

(7) Ihe assessee firm was a managing agent of a 
company. The managing agency agreement provided 
that the assessee should act as the managing agent of the 
company for a period of thirty years on a remuneration 
of 9jP per cent on the annual net profits of the company 
and certain further commission if the profits increased. 
Subsequently an agreement was arrived at between the 
parties by which the assessee agreed to receive a lump 
sum of Rs. 7i lakhs from the company in consideration of 
the assessee agreeing to accept a flat rate of 10 per cent 
on the ani^ual net psofits of the company for the remain¬ 
ing term of the managing agency. The question was 
whether the sum of Rs. H lakhs received by the assessee 
was capital or income. It was held (i) that whatever 
language the parties might use in order to clothe their 
transaction, the question for the court. must always ba' 



434 


INCOME-TAX 


what was the real transaction effected by the parties ; 
(ii) that the effect of the agreement was that the assessee 
was paid a lump sum in consideration of the assessee 
agreeing to serve the managed company as the^ managing 
agent on a reduced remuneration | and (iii) that the sum 
of Rs. 7i lakhs represented remuneration paid to the 
assessee in advance and it was therefore income liable to 
tax. (-?/ I. T. R, io 8 ). 

(8) The sum representing the cost of service connec¬ 
tion received by an electric supply company from different 
consumers is a capital receipt and not a revenue receipt, 
in the hands of the company. Although in the books of 
account the company has to treat and has treated the 
receipt as a revenue receipt, it is not binding upon the 
court or the income-tax authorities. ^26 /. T. R. 

(9) The assessee carrying on the business of 
exhibiting cinema pictures at theatres held the lease of 
the premises of a theatre for a period of ten years. The 
assessee equipped the premises with machinery and 
furniture and carried on his business there. Before the 
expiry of the lease the premises were acquired by the 
Nagpur Improvement Trust and the assessee was paid a 
certain sum in cash by way of compensation for termina¬ 
tion of the lease which was in addition to a certain sum 
payable to the owner of tlie premises. It was held that 
the payment to the assessee was a solatium for the 
compulsory acquisition of his rights under the lease and 
was therefore compensation for loss of capital assets. It 
was not income and was therefore not liable to tax 
{2J I. T. R. 22J). 

(10) The assesRoes were partners in a firm which, 
carried on money-lending business. The firm purchased' 
vacant sites in 193'2 and constructed certain structures 
which they let out to tenants. The money for this purpose 
came out of the money-lending business in which a. 
separate account was opened. The rents from the 
tenants.were also credited in the separate account. The 
assessee claimed that the profit realised on the kale of the 
property in 1946 was a capital receipt. It was held that, 
as the property was purchased not in lieu of 'discharge 
of debts of the money-lending business but independently 
from "the funds of the partnership, the assessees intended 
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the property aa an investment and not as etock-in-trada 
The mere fact that the income was included in the profits 
of the business would not convert what was a capital 
asset into stock-in-trade. Consequently the increased 
return derived from the sale of the property was merely 
an accretion to the capital and was not liable to income- 
tax‘(- 2-2 I T. R. 2 p 2 ). 

(11) The assesaee, a scheduled bank, issued five 
year cash certificates of the face value of Rs. 10, Rs. 100,. 
Rs. 500 and Rs. 1,000 at the issue price of Rs. 8, Rs. 80,. 
RiS. 400 and Rs. 800 respectively together with a premium 
of annas 8, Rs. 6, Rs. 25 and Rs. 60. The premium was 
not refundable. The assessee contended that the premium 
collected at the time of issue of the cash certificates was 
a capital receipt and was not taxable. It was held that 
the premium collected by the assessee was a revenue 
receipt and was assessable to income tax. The attempt 
of the bank in collecting the premium was to bring the 
rate of interest under the certificates as near as possible 
to the interest payable on fixed deposits for a similar 
period. In other words, the premium was a receipt in 
advance from the lender to be set off agains*’ the interest, 
so as to reduce the ultimate burden of the interest while 
at the same time ostensibly keeping and continuing 
the high rate of interest under the cash certificates 
(21 1 . T. K 96). 

Source of Receipts : 

(12) The assessee who had encashed high denomin-. 
ation notes to the extent of Rs. 28,000 explained that 
the ^amount represented savings accumulate from his 
personal income already assessed to income tax. In an 
inquiry the receipt of notes to the value of Rs. 15,000 waS' 
traced back to a bank and to that extent the explanation 
of the assessee was accepted, but the balance of Rs. 18,000 
was held to b© secreted profits of the business of the. 
assessee ai^d liable ,to tax. If the assessee receives 
certain amount in the course of the accounting year, the * 
burden of proof is upon him'to show that the item of 
receipt is hot of an income nature ; and if the assessee 
fails to prove positively the source and nature of .the 
receipt, the revenue authorities are entitled to draw an/ 
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inference that the receipt is of an income nature. The 
burden of proof in such a case is not upon the depart¬ 
ment but upon the Oissessee to show by sufficient material 
that the item of receipt was not of an income 'character 
(27 I. T. R, J22\ 

Accrual of Income ' 

(13) The assessee was the managing agent of a 
limited company. During the year of account ending 
31st March 19 i% the assessee became entitled to n. 
commission of Rs. 2,26,860. On 30th March 1942, 
the assessee wrote to the company requesting that a 
certain debt, which the assessee owed to the company for 
a long time past, should be written off. The directors by 
their resolution, passed on the same date, refused to write 
off the amount without consulting the^ general body of 
shareholders and pending the settlement of the dispute 
resolved to keep the sum of Rs. 2,26,860 in suspense 
without paying it. This sum was debited as a revenue 
expenditure of the company and was allowed as deduc¬ 
tion in computing the profit of the company for purposes 
of income-tax. The question was whether in the assess¬ 
ment year 1941-43 the assessee was liable to pay income- 
tax on the sum of Rs. 2,26,850. Reversing the decision 
of the Madras High Court, the Supreme Court held that, 
as the assessee was not being assessed on a cash basis in 
previous years, the sum of Rs. 2,26,860 was income which 
had accrued to the assessee, that it did not cease to be 
income by reason of the fact that it*was carried to the 
suspense account; and that it was therefore assessable to 
tax (24 I. T,R. }2j). 

Religious and Charitable Institutions : 

(14) The assessee was appointed mahant of a 
temple under a deed of trust which stated that the hhnts 
or offerings made to the mahant were completely at his 
disposal and he could utilise them for any purpose he 
lik^ so long as that purpose was not contrary to the 
tenets of the religion or against his position as a mahant. 
It was held that the income received by the assessee from 
hhinu was not exempt from tax either under section 4 (3) 
(i) or 4 (3) (ii) {261. T. R. 
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(15) The assessee, an advocate, who had almost 
given up his practice, was persuaded to accept a brief to 
defend the accused in a criminal case on condition that 
the accused and their Iriends should provide the assessee. 
Rs. 40,000 for a charitable purpose and the assessee should 
create a public charitable trust thereof. The assessee 
defended the accused who paid him a sum of Rs. 32,500 
which was deposited in the bank. Subsequently the 
assessee executed a trust deed. The question was whether 
the sum received by the assessee was taxable income in his 
hands. It was held that the sum received by the assessee 
was not received by him as profe3sional income but was 
received on behalf of a trust and not in his capacity as an 
individual and it was therefore not taxable in his hands 
{24 IT. R. 27 /). 

Computation of Business Profits under Section 10 : 

(16) The assessee owning a sugar factory and an oil 
mill business claimed that the expenditure incurred by it 
in the re-roofing of labourers’ quarters by using new tiles 
in place of old ones was a revenue expenditure. It was 
held that the expenditure incurred was neither a revenue 
expenditure nor an expenditure in respect of current 
repairs, and it was therefore not ah allowable deduction 
( 2 / I. T. R. ^ 2 j). 

(17) The assessee who had leased his hotel complete 
with furnishings and fittings for twenty years at §.n annual 
rent of Rs. 60,000 claimed that the expenditure . of Rs. 
24,904 incurred by*him in resurfacing with concrete the 
approach roads fallen into a bad state was an allowable 
deduction. It was held that the income from the lease 
of the hotel was assessable under section 12 (4) and the 
expense incurred was in respect of current repairs to the 
hotel premises and was therefore an allowable deduction 
under section 12 (4) read with section 10 ( 2 ) (v). A. sum 
can be allowed as the cost of repairs and can be held not 
to be a o^tal expenditure even though the expenditure 
in a particular year is heavy on account of the fact that • 
it is undertaken to remedy the effect of several years of 
wear and tear or neglect and also in spite of the fact that 
such expenditure may not be necessary for several > years' 
to come, after the repairs have been'effeoted {28 /. T,K: 14 ), 
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(18) The assessee company carrying on the businesa 
of growing sugarcane and manufacturing and selling sugar 
commenced to negotiate in 1943 for the sale of the factory 
and other assets with the ultimate object of winding-up 
the company, received a firm offer on 9th August 1943 
and concluded the agreement for sale on 7th December 
1943. The memorandum of agreement provided that the 
vendor was to sell and demise to the purchaser for 
certain sum all the lands, buildings, machinery and plant 
as on 9th August 1943, but the stocks of manufactured 
sugar on that date wore expressly excluded from the 
agreement. On 7th December 1943, the consideration 
was paid to the company and three days later the purcha¬ 
ser was given possession of the factory. The assessee 
company continued to sell the sugar stocks valued afe 
Es. 6 lakhs up to June 1944 and it went into voluntary 
liquidation in June 1945. Between 9th August 1943 and 
10th December 1943 the company never used the machi¬ 
nery and plant for the purpose of manufacturing sugar or 
for any other purpose except that of keeping them in 
trim and running order. In the assessment of the company 
for the accounting year from Ist October 1943 to 30th 
September 1944 the income-tax authorities treated the 
surplus made by the company on the sale of the buildings, 
machinery and plant as profits under the second proviso 
to section 10 (2) (vii), on the ground that the company 
^was carrying on a business. The Supreme Court, reversing 
the decision of the Patna High Court, held that the surplus 
arising on the sale of buildings, machinery and plant was 
not chargeable under section 10 (-2) (vii), as these assets 
were not used in the accounting year at all. • 

The words “used for the purposes of the business’^ 
mean used for the purpose of enabling the owner to carry 
on the business and earn profits in the business. In 
other words, the buildings, machinery or plant must be 
used for the purpose of that business which* is actually 
carried on and the profits of which are *a3se38abl6. under 
section 10 (1). If the assets have not at all been used at 
any time during the accounting year no allowance can be 
claimed under section 10 (2) (vii) in respect of them, and 
the second proviso to that clause also does not come into 
operation (-?/ I. T, K. 26 j). 
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(19) The assesses, who had acquired the sole right 
of distributing salt in a district and had organised several 
distributing centres, had employed K as the chief manager 
to look after the various centres. Under an agreement 
between K and the assessee, K was to get a monthly 
•remuneration and a commission calculated at a certain 
rate on the total amount of profits earned in the salt 
business. During the relevant period the assessee claimed 
to deduct from his income the sum of Es. 8,649 being 
the commission payable to K and also the salary of E8.900 
paid to K for the whole year. The income-tax authorities 
allowed the assessee’s claim for the deduction of Es. 900 
but disallowed his claim for the deduction of Es. 8,649 on 
the ground that there was no proof for the payment of 
that sum. On a reference to the High Court, it was held 

(/) That the question of payment or non-payment 
is essentially a question of fact for the income- 
tax authorities to decide finally, but if there 
is no material to support the finding of fact 
or if the Tribunal applied a wrong principle 
of law in determining a question of fact, the 
matter passes from the realm of fact into the 
realm of law and the High Court has juris¬ 
diction to interfere With the finding ; 

(/V) That there was no material before the Appel¬ 
late Tribunal to support the finding that the 
payment of Es. 8,649 to K was qot made 
alleged on behalf of the assessee ; 

(w) Thfft so far as the sum of Es. 8,649 was con¬ 
cerned the case would fall within the ambit of 
section 10 (2) (x) but the more appropriate 
provision for the allowance was section 10 (2) 
(xv); and 

(w) That the payment of Es. 8,649 to K was not a 
mere division of profits simpliciter but it 
represented a remuneration for set vice ,3 ren¬ 
dered by him and that remuneration was to 
be calculated with reference to the total profits 
and therefore’ the assessee was entitled under 
section 10 (2) (xv) to the deduction of the 
amount of Es. 8,649 ( 2 / /.r.R. 

■ (20) The assessee company carrying on the business 
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of manufacturing sugar purchased in the year 1936 a sugar 
manufacturing machinery in order to increase its business 
capacity and to make more profits. Subsequently the 
assesses found that there was no prospect of obtaining 
adequate sugarcane in the area on account of the introduc¬ 
tion of the zoning system by the Government, and there¬ 
fore in 1938 the assesses entered into a contract for the 
sale of machinery to a sugar mill. Under the terms of 
the contract half the price was paid to the assesses in 1939, 
and for the other half, which was to be paid in two equal 
instalments in 1940 and 1941 with interest at a certain 
rate per annum, the mill executed a mortgage of the 
machinery. The assesses maintained its accounts in the 
mercantile system and the interest adjusted every year in 
its books of account was assessed to income-tax The 
mill did not pay the interest agreed upon and therefore 
the assesses instituted a suit on the mortgage which ended 
in a compromise, under which the assesses had to remit 
a certain sum in the relevant account year ending 80th 
June 1944, which was claimed as an allowable deduction 
under section 10 (-2) (xi). It was held that the sale of 
machinery was a transaction not only within the assessee’s 
powers but was a transaction performed in the normal 
course of the assessee’s business, and therefore the amount 
remitted by the assesses was in the nature of a commercial 
loss and it was entitled to a deduction of the amount 
under section 10 (2) (xi) ( j I.T.R. J 4 S), 

(21) " The assessee, a timber merchant, obtained on 
6th February 1930 a loan of Rs. 1 lakh ^rom a bank on 
the joint security of bin self and M. On the same day M 
obtained a loan of Rs. 1 lakh from another bank on the 
joint security of himself and the assessee. The assessee 
paid off his debt but M failed to pay his. On 24th March 
1930 the bank realised from the assessee the sum of Rs. 
1,06,026 being the debt due by M. The assessee there¬ 
upon opened a ledger accout in his own books in the 
name of M and debited against him the sum of Rs. 1,06,026 
which he had paid to the bank. On 24th April 1980 
M failed in his business and his estate went into the 
hands of a receiver. The assessee received a total sum of 
Rs. 45,096 as dividends from the receiver. No payment 
was received by him after 17th May 193d The assessee 
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wrote off the balance of Rs. 66,030 in ttie year of account 
relevant to the assessment year 1941-42 and claimed it as 
an allowable deduction. It was held that the sum of Rs. 
65,030 was not allowable as a bad debt under section 10 
(2) (xi). Even if it was established that in order to carry 
on. his business it was necessary for the assesses to stand 
surety for other persons, the loss incurred would be capital 
loss [21 L T. R. 140). 

(22) The assesses, carrying on business in ohanks 
entered into an agreement with the Government under 
which the Government granted to the assesses “the full, 
free and exclusive right, liberty and authority to fish for, 
take and carry away all the ohank shells in the sea off 
the coast line” of a certain district for a period of three 
years paying therefor a certain yearly rent. The assesses 
engaged divers to collect the chanks from the sea which 
were sold after sorting. The question was whether the 
assessee was entitled to deduct the yearly rent paid to 
Government as business expenditure under section 10 
(2) fxv). It was held that the agreement did not confer 
on the assessee any interest in that portion of the sea from 
which the assessee was given " the exclusive right of 
winning chanks, that under the agreement what the 
assessee purchased was the material ‘(chanks) as such and 
not the source of the material, and that therefore the yearly 
rent paid to Government was allowable as business expen¬ 
diture under section 10 (2) (xv). The right to collect 
ohanks from the sea did not stand on the same tooting as 
an exclusive fishery* right (24 I. T. B. 7/6*). 

(23) The assessee company, which had taken on 
lease stone quarries, acquired under the lease the right to 
extract Shahabad stones from the quarries. After 
extracting the stones the assessee sold them after 
working on them if necessary. The question was whether 
the lease money paid to the lessor was an allowable deduc¬ 
tion under section 10 (2) (xv). It was held that it was 
only in the case of*purohase or acquisition of goods, which 
formed the stock-in-trade, circulating and floating capital 
of the hasinesa, that such expenditure could be regarded as 
a necessary deduction for assessing the profits of the 
business, that there was no manufacturing business jn the 
present .case and that the acquisition of the right to extract 
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stones was not a sale of stones as raw material. Consequent* 
ly the money expended for the right to extract the stones 
W’as capital expenditure and could not be deducted under 
section 10 (2) (xv) {26 I. T, R. 226). * 

(24) The Travancore Minerals Co. Li^d., a company 
formed for the purpose of exploiting, for purposes of sale, 
monazite sand in the erstwhile State of Travancore, 
entered into a lease with the State, under which it agreed 
to pay a minimum royalty at the rate of Es. 30 per ton 
of monazite exported or sold, and if the market price of 
monazite exceeded £ 20 per ton, a surplus royalty Of 
ten per cent on any excess over £ 20. It also agreed to 
pay “in addition to the royalty fixed as above an addi¬ 
tional royalty equal in amount to ten per cent of the net 
earnings of the lessee arising out of its operations under 
this lease.” The lessee was to keep separate accounts 
relating to its operation and the net earnings were to be 
ascertained from such accounts. It was held that, on a 
true construction of the contract between the parties the 
payment of the additional royalty equal in amount to ten 
per cent of the net earnings of the lessee was an expendi¬ 
ture-in the nature of revenue expenditure incurred by the 
company for the purpose of the business, and not a sharing 
of the profits of the business, and the expenditure was 
therefore allowable in computing the assessable income of 
the company I, T. R. joj). 

(25) The assessee company formed with the object 
of running various kinds of businesses actually carried on 
the only business of manufacture and sale of sugar. It 
stopped the manufacture of sugar in July 1942 and cleared 
off the stock of unsold sugar by November 1942. It 
claimed that the expenses incurred by it after November 
1942 for maintaining the staff necessary for making 
deferred payments to the cane growers up to September 
1944 should be allowed as expenditure incurred wholly 
and exclusively for the purpose of its business. It was 
held that, as the business activities that the assessee was 
carrying on had ceased, the assessee was not entitled to 
claim the expenditure as a deduction under section 10 
(2) (xv)—/. r. R. /!), 

" (26) The assessee firm carrying on a business with 
Its head office at one place had also branches at two other 
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plftGos for oaiiryiDg on tlio saino businoss. Tho br^nohos 
"ceased to do further business but the premises and skeleton 
staff were maintained to realise the outstandings of the 
business. The assesses claimed that the expenses incurred 
at these branches were allowable deductions under section 
10 (2) (xv). It was held that the assessee was entitled to 
deduct from its business income the expenses incurred in 
connection with the maintenance of the staff for the 
realisation of the outstandings at the branches and' in 
connection with the rent of the premises at those places 

(23 L 123), . , . , 

(•27) The assessee company issued in 1916 deben¬ 
tures carrying interest at 6 per cent per annum and 
'redeemable in the year 1956. The assessee was at liberty 
to redeem these debentures after 19-21 by giving six 
months’ notice in which case the debentures were payable 
together with a bonus of 6 per cent. In 1946 the assessee 
redeemed all outstanding debentures and subsequently 
issued a fresh set of debentures bearing interest at 4i per 
cent per annum. The question was whether the 5 per 
cent bonus paid to the debenture-holders was expenditure 
allowable under section 10 (2) (xv). It was held that the 
payment of bonus was a capital expenditure and could 
not be claimed as an allowable deduction under section 
10 (2) (xv) nor could it be claimed as an allowance under 

section 10 (2) (iii) ( 23 /. T. R. 134 ^ 

(28) An assessee advanced Rs. 70,000 to a film 
producer vrithout security in 1946 and 1946 and this 
amount was written off by him as a bad debt in November 
1947. Though the debtor was adjudicated an insolvent 
in July 1948, there was evidence to show that the debtor 
had ’produced a film a short time before the loan was 
written, off and the assessee had written off the amounts 
before the debtor had even a chance to exploit the film. 
It was also in evidence that the assessee had made a 
large profit in, business in the year of account and the 
writing off gf the debt reduced the taxable income of the 
assesses. It was held that under these circumstances it 
could not be said that the finding of .the Inoome-Tai 
authorities'that the debt had not become bad in 1947 VTas 
not justified. ' "" 
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Dictum *• The present income-tax law with regard 
to bad debts makes the position of the assesses extremely 
difficult He may write off a debt in a particular year 
and may claim it and the claim may be disallowed. In 
the next year he cannot make that claim because it would 
be urged against him that he did not write off the debt 
in that year. Therefore the assesses always finds himself 
on the horns of a dilemma and it is the duty of the 
Department to take a sympathetic view of the matter 
if in fact the debt was never recovered. Therefore, 
if the debt was not allowed to the assessee in the year of 
account, in which it was written off, there is no reason why 
the Department should not consider allowing him this debt 
in the next year when admittedly the debt became irreco¬ 
verable, although the assesses may not have written it off 
in that year ( 31 1. T. R. y /3 ). 

(29) The assesses, carrying oa money-lending sarafa 
and cloth business, was required under the War Disks 
(Goods) Insurance Ordinance of 1940 to get his full 
quantity of stock insured. Year after year he was getting 
his goods insured for an amount far below the actual 
value of the stock in hand. Ultimately he was caught; 
but the offence under the Ordinance was compounded by 
the assesses paying a sum of Es, 16,895 to the Central 
Government. The Appellate Tribunal allowed deduction 
of the amount which would have been payable as premia 
for war risk insurance but disallowed the rest of the 
amount', namely, Es. 11,265 on the ground that it was 
not money wholly and exclusively expended for purposes 
of the business. On a reference to the High Court, it was 
held that the sum of Es. 11,265 was not money wholly 
and exclusively expended for the purposes of the business 
and it was therefore not deductible under section 10 (2) 
(xv) (-2/ L T. R, 330 ). 

(30) The assesses company submitted a return show¬ 
ing its assessable income as Rs. 42,510. T^he Income-Tax 
Officer found that the assessee’s assessable .income was 
Rs. 8,17,137. The asseasee’s managing director was 
thereafter served with notice to show cause why criminal 
proceedings should not be taken against him. The 
asseasee paid a sum of Rs. 7,50,000 and compounded the 
offence. It wae held that the payment. of Rs, 7,50,000 
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oould not be said to have been made wholly and exclusively 
for the purpose of the. business within the meaning ot 
section 10 (2) (xv’> and: oould not be excluded in determine 
ing the assessable income in the company I. T. R. 

(31) The assesses imported goods in contravention 
of the provisions of notifications issued under the Import 
and Export Control Act. The customs authorities confis¬ 
cated the goods under the Sea Customs Act and gave the- 
assesses an option unner. section 183 of that Act of paying 
a penalty of Rs. 82,000 for getting the goods released. 
He paid the amount and claimed it as a business expendi¬ 
ture under section 10 (2) (xv). It was held that, as it 
would not have been necessary to incur this expenditure 
if the assesses had conducted his business lawfully, it was 
not allowable under section 10 (2) (xv). It was also held 
that the fact that by paying the amount the assesses had 
got the confiscated goods released and if he had not paid 
the amount the entire goods would have been confiscated 
did not make any difference (2S I. T. R. 66), 

(32) The assesses, a registered accountant, was 
employed by S, another registered accountant, for some 
time and then he became a working partner of a branch. 
Subsequently an agreement was entered into between the 
assesses and S which stated inter aim that the branch 
became the sole concern of the assesseo and that the 
goodwill was to be valued at half the net profits of the 
branch for three years to be limited to Rs. 6,000 for each 
of the three years if half the profits in any year Exceeds 
Rs. 6,000 and to the actual amount if half the profits was 
below Rs. 6,000. The agreement farther provided that 
no case of the branch was to be taken by S without the 
ohnsent of the assessee and without an office being opened 
by S at. Madras and without repayment of half the fee 
collected for such case during the period the consideration 
for the goodwill had been paid by the assessee to S. The 
question was whether the sum of Rs. 6,000 paid by the 
assessee to ^ was revenue expenditure. 

It was held (1) that the test to be applied in such 
oases was to find oat whether the assessee became the 
owner of the goodwill or was merely a user of the goodwill 
in consideration of a lump sum payment or a share of Jibe 
profits or an: amount to be paid im instabaentis*' la 
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former oase it would be capital expenditure while in the 
latter it would be revenue expenditure and ( 2 ) that what 
was acquired by the assessee was not merely the use of 
the name but the goodwill itself in consideration of paying 
the amount in three instalments and the payment of Es. 
6,000 was therefore capital expenditure ( 2/1 T. R. ^ 49 ). 

(33) The assessee was a partner in a registered firm 
and he had borrowed two loans. One of the loans was 
taken from the assessee’s relations and he had pledged his 
rights in the firm to secure the loan. The other loan was 
obtained for paying off some of his father’s creditors who 
threatened to attack the father’s share in the firm. The 
assessee’s father was a partner in the firm before bis 
death and he had left a large number of debts. The 
assessee claimed that the interest paid on the moneys 
borrowed was a permissible deduction from the profits 
shown by him in respect of his share in the firm. It was 
held that, on the facts, there was no evidence to justify 
the court in taking the view that the loans were borrowed 
in order to enable the assessee to earn the profits in the 
firm and therefore the interest paid on the loans was not 
a justifiable deduction (27 7.T.R. 69 ) 

(34) The assessee carrying on business as selling 
agent of a company «was prosecuted under section 13 of the 
Hoarding and Profiteering Ordinance, 1943, on a charge 
of selling goods at prices higher than were reasonable in 
contravention of the provisions of section 6 thereof and 
a part ' of his stock was seized and taken away. The 
prosecution ended in an acquittal an^ the assessee claimed 
to deduct from the profits of his business under section 
10 ( 2 ) (xv) a certain sum spent in defending the case. 
The High Court allowed the assessee’s claim for deduction. 
On appeal to the Supreme Court, it was held that • in the 
circumstances of the case the sum spent in defending the 
criminal proceeding was not an expenditure laid out or 
expended wholly and exclusively for the purpose of the 
business and it was therefore not an,, allowable deduction 
under section 10 ( 2 ) (xv). The deductibilfty of such 
expenses under section 10 ( 2 ) (xv) must depend on the 
nature and purpose of the legal proceeding in relation to 
the business whose profits are under computation and 
oannot be affected by the final outcome of that proceed' 
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ing. Income-tax assessements have to be made for every 
year and cannot be held up until the the final result of a 
legal proceeding, which may pass through several courts, 
is announced J.T.R- 427 ). 

(35) The assessee company after its incorporation 
appointed a firm as its managing agents for a fixed term 
on a remuneration of a fixed sum and a commission. 
The managing agency agreement provided that the 
agreement was entered into with the firm because one of 
its partners had secured the sanction of the Government 
for the manufacture of industrial alcohol and had rendered 
services in having promoted and brought about the 
formation of the assessee company. Under the Defence 
of India Eules the Government issued a notification 
appointing a Controller to control and supervise the work¬ 
ing of the concern, but the notification neither terminated 
the managing agency agreement nor did expressly provide 
that the managing agents would not be entitled to the 
remuneration. In the assessment year 1945-46 a certain 
sum was payable to the managing agents as remuneration 
and the shareholders passed a resolution sanctioning its 
payment. The Controller however did not sanction the 
payment and the assessee paid the oimount later to the 
managing agents. The accounts of the company were 
maintained on the mercantile basis. The question was 
whether the assessee could claim under section 10 (2) (xv) 
deduction of the remuneration payable to the managing 
agents for the year 1946-46. It was held that the expen¬ 
diture was an allowafile deduction in as much as it was 
wholly and exclusively laid out for the purposes of the 
hustness and it was not in the nature of capital expenditure 
(27 I.T.R^IOO). 

^36) The assessee company, formed with the object 
of carrying on business as miners of limestone and manu¬ 
facturers of cement, obtained for that purpose a lease of 
certain limestohe quarries from the Government of Assam 
for a period of 20 years for certain half-yearly rents and 
royalties. At the time the leaa§ was obtained the assessee 
company ‘had just been formed. Under the deed the 
lessor placed the assessee under certain special restrictions 
both as to the actual operations of the business and a4 to. 
the sale of the product. Ip addition to* the rents and 
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royalties, the assessee agreed to pay the lessor annually 
a sum of Rs. 6,000 during the whole period of the lease 
as a “protection fee’’ and in consideration of that^ payment 
the lessor undertook not to grant any lease, permit or 
prospecting licence regarding limestone to any other party 
in respect of a neighbouring group of limestone quarries 
without a condition that no limestone should be used 
for the manufacture of cement. The assessee also agreed 
to pay Rs. 35,000 annually for five years as a “further 
protection fee’’ and the lessor in consideration of that 
payment gave a similar undertaking in respect of 
another group of quarries. The question was whether in 
computing its profits the assessee was entitled to deduct 
the sums of Rs. 5,000 and Rs. 35,000 paid ,to the lessor 
under section 10 (‘2) (xv). 

In affirrhing tho decision of the Calcutta High 
Court, the Supreme Court held that the payment of 
Rs. 40,000 was a capital expenditure not allowable as a 
deduction under section 10 (2) (xv). 

Where before starting on its business venture and by 
way of setting the stage, as it wore, for its business 
operations, a newly formed company takes steps to ensure 
for itself certain cqnditions of security which will last 
throughout the life of the period or during a substantial 
part of it and undertakes to pay a consideration to the 
grantor of the security, the expenditure on account of 
such consideration, although it may take the form of 
yearly or half-yearly payments, is in tho nature of an 
initial outlay and the payments, having no connection 
with the carrying on of the business, cannot properly be 
debited against the revenue receipts (27 I. T. E. 34). ‘ 

(37) The assessee, a bank, incurred during tho 
relevant account year certain expenses i n opening fortysix 
new branches, sub-branches and pay offices. A sum of 
Rs, 21,675 represented charges for advertisement, enter¬ 
tainment, photos and invitation cards a^d a sura of 
Rs. 89,870 represented salary, de?brness jSnd other 
allowances, tax on. sala-ries^ postage, telegrams, telephone, 
rant, lighting, travelling expenses and conveyance, The 
question was whether the assessee was entitled to .deduct 
thesfe two sums under section 10 (2) (xv). The Appellate 
Wnbunal held that the expenditure : of Bs. 24,67.6 was of 
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eapital nature and the expenditure of Bs. 89,870 was 
revenue in charaober. The Tribunal however treated the 
sum of Bs. 89,870 as deferred exp3ndibure, spread it over 
a period of 20 years and allowed a deduobion of l/20bh of 
the amount during the year 

• On a reference to the High Court, it was held (1) 
that there was no legal justification for spreading out the 
Shm of Bs. 89,870 over a period of 20 years and the whole 
amount was deductible in the year in which it was 
incurred if it was nob in the nature of a capital expendi¬ 
ture ; and (2) that both the sums were incurred wholly 
and exclusively for the purpose of the business and were 
in the nature of revenue expenditure. 

Every business m in who carries on business wants to 
cany on his business not only at the scale at which he 
had been doing it but also wants to extend it as much as 
he dan. It is one of the ordinary incidents of a business. 
An expenditure incurred in couneobion with the starting 
of a new branch—the nature of the business remaining 
the same—is an expenditure in the nature of revenue 
expenditure. If the assessee increased its business at the 
place where it was being carried on by advertisement in 
the papers or other such means, e. g , employment of new 
staff |)r by giving special facility to its constituents, that 
wouli be normally revenue expenditure. The mere fact 
that for the purpose of carrying on the same type of 
busiiBss and to attract more business it opeijed other 
branches at different places and incurred expenses, which 
did DDb produce any*new asset, does not seem to change 
the nature of the expenditure. It is nob a case where an 
; assessee had started a new line of business or acquired 
new premises. It is merely a case where for the purpose 
of extending the business new branches had been opened 
and certain expenses had been incurred by way of advert!- 
tisement, etc. It cannot be said that an expenditure of 
this kind brings in an advantage for the enduring benefit 
of trade and is therfefore capital expenditure 

{21 L T, R. 363% 

(38) The assessee, who Vas trading in pieoe goodSi 
was , exporting goods to Ceylon in the p^t, one di 
the importers in Ceylon being K. Daring the assessment 
years it became necessary to obtain an import lipenoe in 
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Ceylon. With the help of K the assessee obtained it. For 
this service the assessee had orally agreed to give K as his 
commission half of the profits arising from the export 
business. The question was whether the payment made 
to K was an allowable deduction under section 10 ('2) (xv). 
It was held that the payment was really in form and in 
substance a division of ascertained profits and as such the 
assessee was not entitled to any deduction under section 
10 (2) (xv) (21 /. T. B. 184) 

(39) The assessee, a public limited company resident 

and ordinarily resident in India, carried on business in 
cotton with its head office at Bombay. The assessee 
entered into an agreement with a person for tbe purchase 
of a large number of jeeps and advanced to him agaihst 
the purchase a certain sum. The seller repudiated ha^ng 
entered into the agreement and thereupon the assessee 
filed a criminal complaint against him for cheating. ' In 
prosecuting the complaint the assessee spent a certain sum 
which was claimed to be a permissible deduction! in 
computing its income. It was held that the expenditure 
was not a permissible deduction in as much as it stood on 
the same footing as preliminary expenses incurred in prder 
to start a business ( 24 /. T. R. 24 ), j 

(40) The asseljsee was one of the partners in a firm 

who were the managing agents of a limited company. 
The remuneration of the managing agents oonsisti of a 
naonthly, payment of Rs. 1,000 and a percentage coipmis- 
sion on various items. During the relevant accounting 
year the assessee purchased for his‘ exclusive bene^t the 
interest of another partner in the firm on payment of a 
sum of Rs. 1,14,000 and claimed that this amount should, 
be deducted as a revenue expenditure. It was heB that 
the payment was in the nature of capital expenditjlre for 
acquiring a profit-yielding asset and was therefore hot an 
allowable deduction (211 , T. R. 188 ). j 

(41) The assessee borrowed a certain sum of fnoney 
from two banks for the purchase of» certain 'omahaging 
agency rights. In order to secure the loans the Msessee 
pledged the shares of the company with the banks 
and according to the usual parctioe of the banks* they 
had cthe shares transferred and registered in thelif own 

The stamp duty and registration fee fo): the 
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transfer of the shares were borne by the assessee. Th 6 
assessee claimed the amount as business expenditure under 
seobion 10 ( 2 ) (xv). It was held that the expenditure 
incurred on account of the stamp duty and registration fee 
was clearly an expenditure incurred for the acquisition 
of the capital asset of the managing agency rights as 
much as the price directly paid for them and was not an 
allowable deduction under section 10 ( 2 ) (xv) (-27 7. T, R, 
423 ). 

(42) The assessee carried on the business of pur¬ 
chase and sale of mica. It had also acquired leases of two 
mica mines and had paid minimum royalty during the 
accounting year under the leases. The assessee claimed the 
amount as business expenditure. The Tribunal found that 
the assessee’s business of mining mica was entirely distinct 
and separate from its business of purchase and sale of 
mica and that the assesses had done only some pros^cting 
operations during the relevant year and had not raised or 
sold mica from the mines. It was held ( 1 ) that, as the 
assessee had conducted some prospecting operations with 
respect to the mines, it was irnpossible to say that any 
business had commenced which entitled the assessee to 
get the deduction claimed ; and ( 2 ) that expenditure 
incurred for the purpose of preserving the capital asset of 
a business could properly be regarded as a revenue 
expenditure only when there was a business going on and 
that therefore the payment of royalty was only capital 
expenditure (27 I. T. K. 429 ). 

(43) Expenditure incrred by an electric supply 
company for installation of service connection must be 
treated as capital expenditure and the company is there¬ 
fore entitled to depreciation on that amount. The “actual 
cost to’the assessee” within the meaning of section 10 (5) 
(a) is the actual cost incurred in installing service connec¬ 
tion irrespective of any consideration as to the amount 
actually contributed by thp company 0 / the amount 
actually recouped ultimately from the consumers. Conse¬ 
quently the amount paid by the consumers on account of 
service connection should not* be taken into account in 
calculating the actual cost to the company [26 /. T. R. 89) 

(44) The Alleppey Chamber of Commerce had a 
separate produce section which was operr to its membei:s* 
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The objects of the produce . section were to promote the 
interest of merchants in general, and those engaged in the 
produce trade in particular, and to define the usages and 
regulate the practices therein ; to act as arbitrators ; and 
to collect and publish information relating to the produce 
trade. Members were admitted to the produce section 
on payment of admission fees, monthly fees and .a contri¬ 
bution at a certain rate on the total turnover of 
transactions in certain commodities. The question was 
whether the receipts by way of fees and contribution could 
be assessed as income being “remuneration definitely 
related to specific services” performed by a trade 
association under section 10 (6). It was held that 
not only were the provision of rules for the conduct of 
trade, settlement of disputes and the dissemination of 
information relating to trade were specific services but the 
inauguration and continuance of the produce section itself 
was also a specific service ; and that the admission fees, 
monthly fees as well as the contribution on the turnover 
were remuneration definitely related to those services and 
they were therefore assessable to tax (27 I. T. R. 5S5). 

Income from Other Sources : 

(45) The assessee company, a spinning and weaving 
mill, was at the development stige and had not yet 
started carrying on any business. The assessee had 
therefose no business income assessable under section 10, 
but it had interest income which was assessed to tax under 
section 12. It was held that the odly allowance that the 
assessee could claim was the allowance provided for in 
section 12 (2) and any other expenditure which •>thafc 
section might allow. The assessee was entitled ’ to deduct 
the expenses actually incurred in earning and collecting 
the interest income brought under assessment. It was not 
entitled to claim anything by way of office and establish¬ 
ment expenses unconnected with the earning of the income 
or anytMng for keeping it alive. Allowanc^e admissible 
under one or other of the heads are not claimable against 
the income under another head and allowances which 
are entirely foreign to a particular head and for 
which the Act makes no provision cannot be claimed 
U4LT,R.108). 
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(46) Two sons inherited five mortgage i debts in 
favour of their father who advanced those moneys in the 
course of tho nioney-lending business. The sons advanced 
no fresh loans and merely took steps to recover the out- 
standing mortgage debts and agreed that on the amount 
being realised they would share it half and half. It was 
held that the sons were not carrying on a money-lending 
business and the mortgage debts inherited by them became 
their capital, and that any interest that accrued due or 
was realised during the previous year over and above the 
amount inherited by them was income from other sources 
(28 1. T. B. 45). 

Method of Accounting 

(47) The assessee was a contractor and he took a 
contract from the Defence Department on 14th April 1943. 
Tho assessee’s accounting year was from 1st April 1943 
to 31st March 1944. The asseasce did not show in his 
return any income from the contract business in the 
accounting year 1943-44 on the ground that the accounts 
in respect of this contract were closed only on 3rd 
December 1944, and therefore the profit from that contract 
could be ascertained only on that day. The Appellate 
Tribunal found 

{i) That the c;>ssessee had completed the contract 
only on 3rd December 1944 *, 

{//) That 91/Oths of tho contract work had bf^Bn done 
in the accounting year 1943-44 ; 

(w) That the as^easee had received from the Depart¬ 
ment during that period about Bs. 3 lakhs on 
account of the execution of the contract ; 

{h) That the assessee maintained no accounts till the 
assessment year 1943-44 ; 

[v) That the accounts maintained by him for 1943-’ 

44 accounting year did not reflect the true 
profits for that period ; and 

(vi) That his tneome during the accounting period 

from the contract business could be ascertained 
. by a method generally followed in the field of 
oommoroial trading. 

The Tribunal finally held that the proviso to section ,18 
was applicable to the case and the assessee’s profits h^ 
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to be determined by estimate. On a reference to tbe 
High Court, it was held that the proviso to section 13 had 
been rightly applied by the Appellate Tribunal., 

In the case of contracts, if accounts are maintained 
and completed on contract basis, the profits of the 
previous year cannot properly be extracted from* the 
accounts, for a contract may take several years for being 
completed and payments in regard to it may also be 
received by the assesses in several years. It may be 
convenient from the point of view of the asoessee that 
profit should be ascertained on the completion of the 
contract and assessment of the profits should take place 
after the completion of the contract. But section 3 
imposes a charge of income-tax upon the profit and giins 
of the assesses for the accounting year and it is the 
duty of the income-tax authorities to ascertain the profits 
and gains accruing to the assessee in respect of the pay¬ 
ment received during the accounting year. It cannot be 
said that merely because a contract was completed after 
the accounting year, no profits arose or accrued to the 
assessee in the accounting year. In tbe case of an 
incomplete contract there is a well-established method of 
calculating profits accruing in the accounting year. Of 
course, mathematical certainty is not demanded in a 
matter of this description { 26 1. T. R. Si/). 

(48) The provisions of the Income-Tax Act exclude 
the deduction of floating liabilities. In order that an 
expenditure might be allowable, it must be an expenditure 
of the year of account, whether aothal or constructive. 
In the latter case it can be such an expenditure only if it 
is an accrued liability. Where the expenditure is *0011? 
tingent on the carrying out of a promise it has not yet 
been incurred either in fact or in theory and does not 
really press on the profits of the year. 

A liability under a promise which is not a promise 
to pay a quantified debt .but only a promise to do a 
certain thing at an unspecified expensb within reasonable 
time and which can be discharged or not discharged in 
the form undertaken at the* will of the assessee or can be 
postponed to a future year is neither an accrued liability, 
not*any liability for any determinable sum, nor a' liability 
of the year ( 24 ‘I. T. R. 4J4 )-. 
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(49) There can be no meroanbile mothod of, 
accounting as far as section 8 is concerned. ‘‘Interest oi^i 
securities’’ only becomes “income” when it is actually 
received and not when it is due or capable of being 
received by the assesses ( 22 I. T. K. j3). 

(50 > During the accounting year the assesses was 
in possession of certain estates. The income-tax autho¬ 
rities adopted the mercantile system of accounting and 
computed the profits and gains of the assesses in respect 
of the raising and selling the produce of the estates by 
taking into consideration the value of the produce which 
remained on hand unsold at the end of the year of account. 
It was held that, as the assesses did not maintain any 
accounts and did not regularly adopt any method of 
accounting for his income from the estate, the income-tax 
authorities were entitled under the proviso to section 13 to 
adopt the mercantile accounting system and compute the 
income in the manner that they had done {22 1. T. R. 739). 

(51) In all cases which fall under section 13, there 
must be material before the Income Tax Officer to lead 
him to the conclusion that the method employed is defec¬ 
tive or that the case requires reconsideration and a new 
computation must be made. The assesses carrying on a 
business returned an income and filed a statement of 
profit and loss. The Income-Tax Officer however added a 
certain sum to the profit as given by the assessee on the 
ground that the profit disclosed by him was low and 
there was no stock register. The assessee maintained 
regular accounts of hi^ purchases and sales and the Income* 
Tax Officer did not say that the method employed by the 
assessee was such that in his opinion the income, profits 
and*gains could not properly be deduced therefrom. 

It was held that there was no definite finding by the 
Income Tax Officer that the case fell within the proviso 
to section 13. Even if such finding were to be implied 
from his order^ib could nob be said that there was material 
before him .which wq^ld enable him to come to such a 
finding. The fact that the profits appeared to him to be. 
insufficient and the fict that no stock register was main¬ 
tained by the assessee were not materials upon which su^^ 
finding could be given, but they were oiroumsbanoea 
might provoke an inquiry. -The lacome^ax Officer 
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diaoover evidence or material alimdi before- he could give 
such a finding. In increasing ;the taxable income the 
Income-Tax Officer did not adopt any method or basis 
and he was not acting according to the provisions of the 
statute {26 I. T. H. 159). 

(5^) In a case to which the proviso to section 13 
applies, the Income-Tax Officer is bound to disclose in 
his order the basis and the manner of computation of the 
income, profits or gains and to disclose the data on which 
he arrives at the result. The proviso to section 13 does 
not entitle the Income-Tax Officer to have a leap in the 
dark. The assessment being under section 23 (3) the 
Officer may use material not placed before him by the 
assesses; but in such a case natural justice demands that 
he should give the assesses an opportunity of showing, if 
he can, that the material is incorrect ; though the Officer 
is not bound to disclose the source of his information. 
It may be that there is an adequate explanation against 
the information sought to be used against the assossee or 
that the Income-Tax Officer might be misinformed. 
Although there is no express provision in the Act to 
require the Income Tax‘Officer to make such disclosure, 
it IS necessary on the principles of natural justice. If 
after rejecting the method of accounting employed by the 
assesses, the Income-Tax Officer were simply to add a 
particular amount to the income returned or to disallow a 
part of the business expenses properly incurred by the 
assessee*and allowable under section 10, ■ he would not be 
acting under the proviso to section i^3. The Income-Tax 
Officer would be acting contrary to law if he were to 
disallow such business expenses or make an addition of a. 
lump sum simply on the ground that the trading profits 
cannot properly be determined from the books of account. 
The Income-Tax Officer is not entitled to discard the 
evidence of the books of account altogether merely 
because the proviso to section 13 is attracted {25 I. T. R. 
216). 

(63) The assessee company was oarryiifg on the 
business of purchasing raw pashewnuts and, after subject¬ 
ing the stuff to certain processes, selling the kernels by 
export to Amierica. The year of account was the first 
yeai'of the company’s existence. In valuing -the closing. 
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stock of the raw nuts the company adopted the average 
cost nrice per bag calculated on all the purchases made 
t the year. The inoome-tex authontiee 

however, oratended that, ae the actual pricM of the olosiDg 
rtook was known or could be easily as^rtained from tto 
records in the assessee s possession, the stock must be 
valued at the actual cost- price and not at the average 

*it was hetd that the stock-might be valued at the 
ontion of the assessee at the average cost price of the 
fintire stock purchased in the course of the year and need 
not be at the ^actual cost of the closing stock and that tbe 
method of valuation of the stock adopted by the assessee 
was correct. The liberty reserved to the assessee to choose 
his method of accounting is not confined to adopting the 
mercantile or the cash basis but extends to adopting a 
method of valuation of stock according to cost or market 

nrice whichever is lower for purposes of ascertaining the 

nrofits of the business. Section 13 only enjoins upon the 

Lessee the obligation of employing the method chosen 

rfto-nlarlv after the choice 122 l.L.h. oi4). 

^ (54) When valuing the closing stock of a trader 

acoordins to the market value or cost price, whichever is 
tower at the option of the trader, the cost price should 
be taken as meaning original cost price and not a notional 
cost nrice The market value at the commencement of 
Te /eL when the opening stock has to he valued and ^ 
the Lae of the year when the closii^ stock h^ to te 
valued and not any intermediate valuation (2- l.I.H. 126) 

Recovery of Tax • 

(55) A private company sold its machinery and 
other .prLrties - to two individuals. The purchasers 
eLred into a partnership with others and the partnerahip 
took on lease the machinery and other properties. A large 
amount of income-tax was due from the oonupauy and in 
the certificate proceejings for the recovery of the tax the 
Income-Tax Tehsildar attempted to ^ver the tax from 

the partnership on the ground .that the liabilities of She 

oomLny devolved on the latter and threatened attach¬ 
ment of the premises and stock. A petition tw presented 
to the High Court for the issue of a wnt of mandamus 
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restrainiDg the Tehsildar from proceeding against the 
properties of the partnership. It was held : — 

(i) that, as there was a valid sale evidenced by a 
properly executed deed of absolute sale and 'no illegality 
was made out, and as it not contended that the partner¬ 
ship carried on the same business as that of the company, 
the partnership was not liable to pay the income-tax due 
by the company j 

(ii) that, as the petitioner was aggrieved by the 
action and orders of the Tehsildar only and not by any 
action or order of the Collector, it was not necessary to 
implead the Collector also as a party to the proceedings j 

(iii) that, as there was no provision of law authori¬ 
sing the petitioner to file an objection before the Tehsildar 
or the Collector, it could not be said that the petitioner 
had any other suitable remedy ; and 

(iv) that, as the facts of the case were clear, the Court 
would not be justified in refusing to entertain the petition 
on the ground that a regular suit was also maintainable, 
and as the recovery of the tax was bound to affect the 
petitioner’s business and interfere with its fundamental 
right of carrying on its trade, it was a proper case 
for issuing a writ of mandamus against the respondents 
(29 J. T. K, 64). 



CHAPTER 26 

REVISIONAL PROBLEMS WITH SOLUTIONS 

(1^ For several years X has carried on a cloth business whose 
accounts have been made up to 3 xst March each year. On ist 
August 1956 he also started a new grocery business. Up to the 
time of assessment for i 957-58 he had not made up the accounts of 
his grocery business. 

(m) If his assessment were taken up in June i 957 and he urged 
that he would close his accounts of the grocciy. business for the 
first year on 3 ist July 1957, would you concede his request, and if 
so^ why ? 

(ft) If his assessment were taken up in September 1957 and he 
urged that he wanted to adopt the year ending 91st July as his 
previous year, would you concede his request, and if so, why ? 

(a) For each separate source of income, an assessce is entitled 
to have a separate previous year. Jn th *s case, the assessec's 
existing cloth business has the financial year as .its previous year, 
while his grocery business was set up on is€ August 1956. For the 
grocery business he is entitled to adopt as the previous year any 
period up to the end of la months frpm the date of commencement 
of the business for which the accounts are made up. As the 
assessee wants to close his accounts for the grocery bjisincss on 
31st July i 957 , i. e , exactly after a period of 13 months from the 
commencement of the,business, he can adopt the year ending ^ist 
July as his previous year. His request for adopting this period as 
his accounting year would be conceded, and in that case there 
‘.would be no previous year of the grocery business for the assess¬ 
ment year 1957-58. 

(/y) When the assessment is taken up in September 1957 , the 
assessce could claim to adopt the year ending 31st July 195/. as the 
previous year of his grocery business only if he had closed the 
accounts of that business on that date. But the accounts have not 
been made up til) the date of assessment. As the accounts are not 
closed, the ^ssessec is •not entitled to the option of adopting any 
other year as the previous year except that ending on 31st March 
i 957 . The income of the grocery business for the period i- 8 -i 956 
to 31-3-1957 will therefore be assessed for the assessment ye^ 

1957-58. 


39. 


449 
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(?) (rt) A new business was set up in October x 956 and its 
accounts had not yet been made up to the close of the financial 
year 1956-57. The assessec^s return in response to the general 
notice under section 22 (i) or under section 22 (2) is not received 
by the end of June i 957 . Would it be possible to make an 
assesrment on the profits of the business for the assessment year 
1957-58 ? If so, when ? If you are unable to make an assessment, 
give your reasons for not being able to do so. 

(b) An individual commenced a business on 7-4-1956 and 
made up his first accounts up to 6 - 5 -i 957 . He contended that he 
was not liable to be assessed in the assessment year i 957 - 58 . Is 
the contention sound ? Give reasons. 

(c) A limited company commenced its business on 15-7-1955 
and it made up its accounts for the first time on 30-6-1956 showing 
a profit of Rs. 29,000 for the period 15-7-1955 to 30-6-1956. The 
next closing of the accounts was, however, made on 3 i- 3 -i 957 . 
The profits of the period from 1-7-1956 to 3 i- 3 -i 957 amounted 
to Rs. 40 000. 

Notices for submitting the returns for the assessment years 

1956- 57 and 1957-58 were issued by the Income-Tax Officer. The 
company sent back the return form for the year 1956-57 stating 
that, in accordance with the option allowed to it by the Act which 
it wished to exercise, there was no previous year for the assessment 
year 1956-57, and it filed the return for i 957-58 showing an 
income of Rs. 46 ,ooo for the previous year 1-4-1956 to 31-3-1957. 

How will ypu deal with the assessments for 1956-57 and 

1957- 58 ? 


(a) In this case the business was newly set up in October 1956 
and the assessee has the option of closing the accounts at any time 
within a period of la months from the date of setting up of the 
business.^ He did not close the accounts on 31-3-1957. If the 
accounts are closed on 3 i-?-i 957 or any dtte prior to that, assess¬ 
ment shall be made for the assessment year 1957-58. If the 
accounts are closed on a date after 31-3-1957 but within la months 
from the date of setting up of the business, the income shall bd 
assessed for the first time in the assessment year 1958-59 and no 
assessment shall be made for 1957-58 as there will be previous 
year for this assessment year. If the accounts are not made up at 
all, then the income from October 1956 to 3 i- 3 -i 957 will be 
assessed for the assessment year 1957-58. 

If the assessee closes his accounts more thah 12 months but 
not more than i 3 months after the commericement of'the business, 
then this longer period can be adopted, with the pcrmisFion c f the 
Commissioner of Income-Tax, as the accounting year for the 
fiirst assessment year only, provided it is not designed to evade 
income-tax by including losses or excluding profits of a subsequent 
ycar^ 

(h) In the case of a new business, the previous year is the 
period from the date or setting up' of the business to 3 zst Match 
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next following or, if the accounts of the assessee are made up to 
some other date then the 5ist March, then at the option of the 
assessee, the period from the date of the setting up of the business 
to this other date will be the previous year, provided the 
accounting year does not exceed 12 months. If, however, this 
other date does not fall between the setting up of the business and 
the next following 3ist March, it will be deemed that there is no 
previous year for the next financial year. 

In this case, as the assessee has made up his accounts on 
6-5-1956, not for a period of 12 months but for a period of 
i3 months, he cannot claim the benefit of the above provision. 
His contention that he is not liable for assessment for the year 
1957-58 is incorrect. He is liable to tax for the assessment year 
1957-58 on his income for the period 7-4-1956 to 31-3-1957. 

(c) Under section a (ii) (c), the option of the assessee is to be 
exercised only if the accounts of the assessee are made up to some 
other date than the 31st March following, and the assessee desires 
to adopt, as the previous year in respect of the newly-started 
business, the period from the date of setting up of the business to 
the date up to which the accounts have been made up. 

In this case the company has exercised the option given to it, 
according to which the previous year of the business started by it 
on 15-7-1955 is to be the period from 15-7-1955 to 30-6-1956 the 
date up t.* which the first accounts* were made up. In these 
circumstances, there is no previous year for the assessment year 
1956-57 and the company*s contention is cprrect. 

For the assessment year 1957-58 the previous year will be the 
period from 15-7-1955 to 3o-6-i956 and for subsequent assessment 
years the previous year will be the year ending on 3oth June. 
Therelore the company is not correct in filing a return for the 
assessment year i957-58 showing an income of Rs. 46,doo for the 
previous year 1-4-1956 to 31-3-1957. The company's income to 
be taxed in the asscssra'fint year 1957-58 will be Rs. 23,000. 

. (3) Y, a senior assistant in the service of a company in 

'Bomtay fqr more than 10 years, was drawing a salary of Rs. 1,000 
per month from 1st April i956. From ist January i957 he was 
appointed as the manager of the company's branch in London on a 
salary of Rs. 2,000 per month, half of which he used to draw in 
London and the other half was paid to his bank in Bombay. 

His only o|her income was from speculation. Such income 
in Bombay was Rs. 5^000 for the period from ist April 1956 to 
3tst Deceiftber i956 and Rs. 3,000 from 1st January 1957 to 
3xst March 1957. The speculation profit earned by him itf 
London during the period from ist January to 31st March 1957 
amounted to Rs. 5,ooo. 

On what income would Y be rsssssed for the year .1957-58 ? 
It may be assumed that the salary is paid on last day of 
each month. 
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Y is 3 resident ordinarily resident in India. He will be 
assessed on the following income for the assessment year i 957 - 58 :— 

Indian income : 

Salary for service in Bombay for 9 months 
Salary earned in London but received in India ... 

Speculation income in Bombay 
Foreign income: 

Salary earned in London and received there 3 ,ooo 
Speculation income in London 5 ^ooo 

8,000 

Less Statutory allowance 4 ,500 3,500 


Total Income .23,500 

(4) Y, an employee of a firm in Bambay for more than 
10 years, was drawing a salary of Rs. 1,000 per month from xst 
April i 956 . On 10th December. i 956 he took an advance of 
Rs 3,000 on account ot salary, repayable in six instalments of 
Rs 500 each by deduction from his salary payable for December 
i 956 and subsequent months. 

From ist January i 957 he was appointed as the manager of 
the firm^s branch in Iran on a salary of Rs r, 5 oo per month, half of 
which he used 10 draw in Iran and the other half was paid to his 
bank in Bombay. 

Assuming that the salary for each month was paid on the 
first day of the next month, on what income will Y be assessed for 
the year 1957-58 ? 

Under section 7(1), the salary income is to be assessed on 
accrual basis. There is no question of assessing it as the income of 
the year when it is actually paid. The payment basis is relevant 
only for payment of amounts which are not due, e g., advances on 
account of salary. Section 7 docs not give an option cither to'the 
Income Tax Officer to assess the income in the year of accrual or in 
the year of receipt according to his choice or to the assessee to ofier 
it when it becomes due or when it is received as he may please 
{29 1 . T. R. 229 ). 

Therefore Y, in the status of an ordinary resident, will be 
assessed on the following income for the assessment year 1957 - 58 :~ 

Indian income: 

Rs.. 

Salary for service in Bombay (wherever it 

* may hAvc been received) for 9 months 9,ooo 

Advance on acpount of salary 3,000 

ia,ooo> 


Rs. 

9,000 

3,000 

8,000 
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Less Repayment of advance from Decem¬ 
ber salary 500 11,500 

Salary earned in Iran but received in India 
(Rs.Soo on i- 2 -t 957 and Rs.500 on i- 3 -i 957 ) 1,000 

Foreign income : 

Salary earned in Iran for 3 months at 
Rs. 1,500 per month 4 , 5 oo 

Less R'^payment of advance at Rs.500 a 

month i, 5 oo 

3,000 

Less Amount received in Bombay and 

included in Indian income 1,000 

2,000 

Less Statutory allowance 4,500 

Total Income 12,500 

( 5 ) Q, an employee of a limited company, has furnished the 
following particulars of his income for the year ended 3tst March 
*957 

(i) Salary from ist April to 3 oth September 1956 at 
Rs 1,000 per month. 

fa) Entertainment allowance from ist April i 955 to 3 oth 
September i 955 at Rs 250 per month. Prior to 1st April 
i 955 he was drawing an entertainment allowance of 
Rs 150 per month. 

( 3 ) Premium paid by the company direct to a life insurance 
company on a policy taken on his life and for ^is benefit • 
Rs.a 4 o. 

< 4 ) Premium paid by Q out of his own pocket on life insu¬ 
rance policies on his own life Rs 2,000. 

(5) Amount received by Q from the company (his employer) 

on his voluntary resignation from service, in considcra- 
■ tion of his not taking up employment elsewhere for a 
period of two years therefrom Rs. 24 ,ooo 

(6) Interest on»savings accounts in banks Rs. 34 o. 

<7) Interest on national savings certificates Rs 5 oo. 

(8) Own house in his home town which is occupied by his 

brother-in-law free of rent. The annual value of the 
Jiouse accottiing to the municipal registers is Rs. 1,800 and 
the municipal taxes for the year were Rs.400, 

(9) From ist April i 956 to 3 oth September i 955 the employer 
' had provided him with a car for his private use, the 
maintenance expenses having been met by the employer 

’ up to the limit of Rs .75 per month, and the baldhoe by 
, himself from out of his pocket. 
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Compute Q's total income for the assessment year 1957-58 
and indicate the items and the amount on which rebates of tax are 
admissible to him. 


I. Salary: Rs. 

Rs. 1,000 per month for 6 months 6,ooo 

Entertainment allownce for 6 months i^ 5 oo 

Premium paid by employer on a policy on A*s 
life and for h’s benefit 240 

Amount received from employer on Q's voluntary 
resignation from service, the consideration for 
the same being immaterial a 4 ,coo 

Car expenses met by employer, the car being pro¬ 
vided by the employer for Q’s private use 450 

32,i9o 

Lei-.s Entertainment allowance being restricted 
to one-fifth of Q’s salary exclusive of 
any special allowance, benefit or other 

• • . <*•/*« ^ A 


perquisite, i. e., one-fifth of Rs. 6,000 

1,200 

30,990 

Income from Property : 

Annual letting value 

1,800 


Less One-half of municipal taxes 

200 


Less One-sixth for repairs 

1,600 

266 

1,334 

Other Sources : Interest on Bank accounts 


94 o 

< Total Income 

32,664 


Q is entitled to a rebate of income-tax at the average rate on 
Rs.2^a4o being the amount of life insurance premiums paid on his 
^ life policies^. 

He may also apply for relief under section 60 (a) in respect of 
Rs.24,000 compensation received from his employer on his volun¬ 
tary resignation from service. 

The notional income of P's house is taxable. It is immaterial 
that the house was occupied by his brcthcr-in-law free of rent. * 

Compensation received by an employee in connection with 
the termination of his employment, though a capital receipt, is now 
taxable according to item (i) of Explanation a to section 7 (i). 
Whatever may be the consideration for which the comoensation is 
given, if it is given at or in connection with the termination of the 
employment, it is to be treated as profit in lieu bf salary and 
included in salary income. It does not mattet^'whether the compen¬ 
sation is received by the employee as a matter of right or is given 
voluntarily by the employer. 

. (?). X is a chartered accountant. who keeps his accounts on 

the cask basis. His previous year ends on 31st March. In his 
return of income for the income-tax year X957-58 he declares a net 
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professional income of Rs.75,000. His gross receipts are Rs.85,000 < 
and the expenses claimed as deductions amount to Rs. 10,000. 

The said expenses include Rs. 3 ,ooo being the maintenance 
charges in respect of a staff car used by his employees. For his own 
personal use he has another car, but sometimes he uses the staff 
car also for professional work. 

. On the occasion of his son's marriage in January 1957, some 
of his clients gave handsome gifts amounting in all to Rs.30,000, 
but they did not pay their bills for the professional services 
rendered by X during the year i 955 - 57 , and X did not press for the 
payment of the bills. In his return of income he did not include 
either the value of the gifts received or the amount of the bills 
foregone, the latter totalling Rs.15,000. 

X received during the accounting year a dividend of Rs. 1,000 
from a company, the profits of which had not been taxed on account 
of unabsorbed depreciation. 

X has declared in his return of income a net income of 
Rs 5,000 under the head "Property" after deducting a sum of 
Rs.6,ooo on account of the interest payable by him on the mortgage 
of the property. On inquiry it is learnt that the property was 
mortgaged for a sum of Rs.5o,oto, that the amount so obtained was 
utilised for meeting the expenses connected with his son's marriage 
and that interest was payable thereon at 12% per annum. The 
interest of Rs 6,000 payable for the year was not actually paid 
during the year. , 

X purchased 3 % government securities of the face value of 
Rs. 4 o,ooo on ist October i 956 interest being payable thereon on ist 
January and ist July each year. A realised a net interest of 
Rs 450 on ist January I 9<>7 after deduction of Rs 150 for income- 
tax. At the time of the purchase he had paid the vendor Rs.aas 
towards the accrued interest after deducting Rs .75 on account of 


income-tax thereon. « 

How would you make X's assessment for the year 1957-58 ? 

• ' 

Rs. 

I. Income from Property ... ... 5/000 

•2. Interest on securities (gross) ... ... 600 

3 . Income from profession ... ... 75,ooo 

4 . ’ Dividend ... ... x,ooo 


Total Income 81.600 


The assessthent will be made on the total income after giving 
credit for tlu? income-tak of Rs.150 deducted at source from interest • 
on securities. No income-tax is deemed to have been paid by X in 
respect of his dividend income, becatise the company itself was not 
taxed on the profits out of which the dividend was declared. 

The above working is subject to the following remarks ir 
(i) Rs.3,000 being the maintenance charges of a staff car are ^ 
an allowable deduction. The fact that X occasionally uses the staff 
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car for professional work does not make any part of the said expenses 
inadmissible. X is also entitled to claim depreciation in respect of 
this car ; but in the absence of information^ depreciation has been 
ignored. 

(2) Gifts worth Rs.20,000 received by X on the occasion of 
his son's marriage are not taxable ; and, as his accounts are kept on 
a cash basis, the value of bills foregone ]Rs.i 5 ,ooo) cannot be included 
in his total income. 

(3 The mortgage interest of Rs.6,ooo payable by X is 
deductible in computing the income of house property, the purpose 
of the lean taken being immaterial, nor is it necessary that the 
interest should have been actually paid 

(4) The amount of Ps.aa^ paid by X at the time of purcha¬ 
sing the government securities goes to increase the cest of securities 
in his hands. The interest on securities is to be assessed only in 
the hands of the person who holds the securities on the date when 
interest becomes payable. Hence the gross interest of Rs.6oo 
received on 1st January 1957 is assessable in X's hands. 

( 7 ) During the year ended 3 ist March 1957, X had income 
from the following sources :— 

(rt) He received ground rent of Rs. 10,000 from a tenant A to 
whom he had leased his agricultural land. A was not ploughing 
the land but had built shops on the same Out of the rent of 
Rs.io.ooo, Rs.6,ooo was stated to have been received for the land 
on which shops had been built and Rs. 4 ,ooo for the vacant land 
around them. Land revenue paid by X in respect of this was 
Rs.500 for the year. 

(A) X was working during the year as manager of a limited 
company on a salary of Rs. 5 oo per month A sum of Rs .3 000 
taken by him as a loan during the year ending 31st March 1956 was 
deducted Ly the company during the accounting \ ear by monthly 
instalments of Rs.aSo. The provident fund of the company was 
recognised from ist October i 956 , on vfhich date the following 
amounts were transferred to his account:— 

(i) Rs 3,000 consisting of the contributions made by him 
during the last ten years at Rs.25 per month. 

(«) Rs.3,000 consisting of the contributions made by the 
company during the last ten years at Rs 25 per month. 

{Hi) Rs.1,000 accumulated interest on his own contributions 
as well as those of the company. 

He has been contributing to the Provident Ipund at the rate 
of Rs 25 per month from 1-4-1956 to 3 , 1 - 3^1957 and <;hc company 
has also been contributing monthly a similar amount. * Interest of 
R’s. 200 was added to his account on 31-3-1957. 

(c) X received during the year Rs.xo,ooo from a Hindu undivi¬ 
ded family consisting of himself and his minor son as income of 
his sljare, 

(d X paid R8.2 ,ooo as premium to insure his o*^ n life for 
Rs.x5,ooo, Rs.2^ooq as premium to insure the life of his* wife for 2 
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sifflilaT amount and Rs.500 as premium to insure his minor son’s 
life for Rs 5 ,000. 

Ascertain the total income of X for the assessment year 
1957-58 and also the amount of income exempt from income-tax. 


I. Income from salary : 


Salary due for the year 1 956-57 
less Amount taken as loan in 
1955-56 and repaid this 

6,000 

year 

3,000 3,000 


Amount liable to tax under sec¬ 
tion 58 J (3) which is transferred 
to X*s recognised Provident 
Fund : 

Contribution paid by company 3,000 
Accumulated interest ... 1,000 4,000 

Employer's contribution to recognised 
Prov'dent Fund from i-ro-i 956 to 
91-3-1957 ... i 5 o 

Interest added to recognised Provident 
Fund being less than 6 % p.a. « ... aoo 

3 . Income from Other Sources : 

Ground rent from agricultural land, ^hioh 
is not agricultural income, as the land is 
not used for agricultural purposes. ... 10,000 

Lfiss Land revenue paid ... 5 oo 


Rs. 


7 , 35 o 


9,500 


Total income 

Income ex<>mpt from ine.ome-tax : 

Life insurance premium for policy on 
• his own life restricted to 10% of the 
sum assured 

Life insurance premium for policy on 
the life of his \vife restricted to 10% 
of the sum assured 

Contributions (both his and his emplo¬ 
yer's) to recognj^ed Provident Fund 
for ^'months 


16,850 


1,500 


1,500 


3 o* 


3 , 3 oo 

Howrever under section 15 (3) only one- 
fourth of Rs.i 6 , 5 oo (i.c., Rs.16,8‘50- 
Rs.350) is exempt from ii\come-tsx ... 
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Interest on Provident Fund ... 200 

Income exempt from income-tax 3 ^ 5 oo 


Rs. 500 life insurance premium paid for insuring the life of 
X*s minor son is not admissible in his personal assessment. It is 
exempt from income-tax in the assessment of the Hindu undivided 
family which consists of X and his minor son. 

(8) A. Robinson^ a British national, was appointed as the 
managing director of Bharat Chemicals Ltd., Bombay. He came 
out to India in January 1956 to serve the company on a contract for 
five years. He furnishes the following particulars of his income 
for the year 1956 

(rt) Salary Rs. 18,000 from which income-tax amounting to 
Rs. 84 o has been deducted at source. 

(6) Gratuity payable in the U. K. in sterling. Under his 
contract with the company in addition to salary he is 
entitled to an annual gratuity payable in sterling in the 
U. K. at Rs. 3,000 

(c) Rs. 2,000 dividend from a tea company in Assam, re¬ 

gistered in the U. K. and declaring dividends in the 
U. K. The dividend was collected in London and was 
credited to his bank account there. 

(d) Rs. 2,000 dividends from X Co. Ltd., Bombay, received 

on 1-10-1956 out of the profits of the company for 
the year ended "31-8-1956 entirely taxed in the hands 
of the company. A scrutiny of the dividend warrant 
shows that >the shares still stood in the name of one 
Rustam)i, the previous owner. 

Compute his total income for the assessment year 1957-58. 

Rs. 

1. Salary including gratuity ... 21,000 

2. Dividend from X Co. Ltd. ^ 2,000 


Total Income ... 23 ,ooo 

The assessee is resident but not ordinarily resident in India. 

By virtue of Explanation 2 to section 4 (i', the gratuity pay¬ 
able in sterling in the U. K. is taxable as it is paid for services 
rendered in India. 

The dividend of the tea company registered in the U. K. and 
not brought to India is not taxable in the hands of the assessee, as 
he is not ordinarily resident. * V 

The dividend received from 'X Co. Ltd., Bombay, will be 
included in the total income as income from other sources ; but, as 
the shares on which the dividend has been received still stand in the 
name of the previous owner and have not been registered in the 
name of the assessee, the dividend income can neither be grossed 
under section x 6 (a), nor can credit for income^tax already paid 
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thereon by the company be given to the assessee under section 
( 5 ) 

(») Y, a medical practitioner has declared the following par¬ 
ticulars of his income for the previous year ended 3 ist March 
1957 

Rs. 

{a) Interest on securities (tax deducted at source 

.Rs. 75) 3 oo 

(ft) Property: 

Annual value ( 5 , 4 oo +3,600+ 12^000) 21,000 

Less One-sixth for Repairs 3 , 5 oo 

Interest on Mortgage 4 oo 

Ground Rent 500 

Insurance Premium 700 5,too i5,900 


(c) Profession 

(d) Dividends (Net) 

Lass Interest on Overdraft 

Interest on Fixed Deposit (Loss) 


60,000 

3,000 

593 a, 4 o 7 

-2,600 


Total Income 


76,007 


The following information has been obtained in the course of 
proceedings under section 23 (a):— 

(1) The ^'Professional Income Account'* in the assessec's 
books shows credit and debit totals of Rs. 72 ,ooo and Rs. 12,000 
respectively. The receipts include Rs. 10 000 for fees received 
from a Marwari Seth who had called the assessee for his son's 
treatment and paid Rs. a.ooo per day according to the terms pre¬ 
viously settled. The outgoings include Rs. 5 ,ooo for the cost of 
X-ray apparatus purchased during the year, besides sabries of 
compounders and other miscellaneous expenses of the assessee's 
dispensary. It is, howevee, noticed that, on the complete recovery 
of his son, the Seth had sent a cheque for Rs 5 .ooo to the assessee 
in appreciation of the assessee's professionel services, and out of 
tlie amount thus received, the assessee remitted a sum of Rs. 2,000 
to the Seth's private secretary, because it was at the latter's sugges¬ 
tion that the Seth had called the assessee for his son's treatment. 
These amounts of Rs. 5 ,000 and Rs 2,000 had been accounted for 
directly in the assessee's personal account and it is claimed that 
this net sum of Rs. 3 ,000, being in the nature of a mere windfall, 
should not be treated as income for the purpose of assessment. 

(2) Thet’particulads of the house properties owned by the 
assessee are as follows : ^ 

(a) He owns a bungalow, the annual letting value of which 
is Rs. 6,000 according to the municipal valuation. It 
is, however, let out on rent for Rs. 5402 a year to a 
tenant who has also undertaken to bear the cost*of 
repairs. The municipal taxes paid wefe Rs. 5 oo. 
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ih) He owns another house, the annual letting value of which 
is Rs. 4,800 according to the municipal valuation. It is, 
however, let out on rent for Rs. 3,600 a year to a tenant 
who has undertaken to bear the cost of repairs. A sum 
of Rs. 4 oo is payable on account of interest on mortgage 
of this house, but it was not paid actually during the 
previous year. Municipal tax's paid amount to Rs. 4 - 30 . 

(c) The annual letting value of the assessee^s residential house 
is Rs. la.ooo The assesses paid Ps 500 for ground 
rent, Rs. 700 for premium to insure this property against 
the risk of damage or destruction, and Rs. 1,000 for 
municipal taxes. 

( 3 ) The assesses purchased 3% government paper of the face 
value of Rs. 4 o,ooo on ist October i 956 interest thereon being 
payable on ist January and ist July He reah'sed Rs. ^00 on 
account of interest on ist January 1957 ard paid Rs.150 for income- 
tax by deduction at source. At the time of purchase, however, he 
had to pay to the previous holder (i. e , the vendor^ Rs. 235 for 
interest accrued till 3 oth September 1956 after deducting Rs. 75 
on account of income-tax thereon. He has thus declared a net 
income of Rs. 3 oo only from this source in the return and has 
claimed credit for Rs. 75 only for tax deducted at source. 

( 4 ) The income from dividends is Rs. 3,000 net. For pur- 
dhasing the shares in question the assessee had taken a loan of 
Rs. 30,000 from the Bank on overdraft account on ist April 1956, 
the rate of interest being per annum. A sum of Rs. 10,000 was 
paid to the Bank on 3 ist July 1956 ; but the assessee again took a 
loan of Rs. 6,000 on January i 957 to meet the expenses of his 
daughter's marriage. 

( 5 ) The assessee had placed Rs. 30,000 on fixed deposit with 
a Bank on ist July i 953 for three years. He received Rs. a,-too for 
intcrestkon this deposit on ist July i 956 when the deposit was 
renewed for a further period of three years The Bank, however, 
failed on Both September 1956 and the assessee could realise only 
Rs 15.000 on 1st March 19^7 against the original deposit of 
Rs. 20,000. He claims a set off in respect of this loss of Rs. S.ooo 
and this is why he has shown a loss of Rs. 2,600 under /Tntcl:est on 
Fixed Deposit*' in the return. 

You arc required to compute the assessce's total income for 
the assessment year i 957 - 58 . 

—Rs. 
1. Interest on Securities (Tax deducted at source being 

Rs. 150) * 600 

a. Property Income : 

A. L. V. of bungalow let out 6,000 
One-half of munic^al taxes a 5 o 

5 , 75 o 

Lens Allowance for repairs as per 

section 9 (i) (ii) 3 $o 5 > 4 oo 
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A. L, V. of house let out 4 ,800 

Lena One-half of municipal taxes ^ 

4.600 

Less Allowance for repairs restric¬ 
ted to one-sixth 766 

Interest payable on mort- 
gage 400 3,434 

A. L. V. of residential house 13,000 

Less One-half of municipal taxes_5^ 

11,500 

Less Statutory allowance 1,800 


9,700 


Blit it is limited to 10% of total 
income 9,065 

Less One-sixth for repairs i, 5 io 
Ground Rent 500 

Insurance Premium 700 2,710 


6,355 15,189 


3. Professional Income : 

Income as per accounts 60,,000 

Add Amount subsequently receive^ from 

the Seth 5 ,ooo ' 

Cost of X-ray apparatus being capital 
expenditure 5,000 

70,000 

Less Depreciation (20%) of X-ray apparatus 1,000 69 ,ooo 


4, Other Sources : 

Dividends gross (Rs. 1,000 being income-tax 
suffered at sf urjce^ 4 ,ooo 

Lesff Interest on overdraft exclusively 
rclat ng to this investment, i, e., 

• on Rs. 20,000 for 4 months and on 
Fs. 10,000 for 8 months 533 3,467 

Interest on fixed deposit 2 , 4 oo 5,867 


Total Income for i 957-5 8 assessment year 90656 

The anifual value ot the residential house (Rs. 9 ,o 65 ) has been 
computed as follows 

Let X b,e the annual value of thff residential house ; then the 
taxable income thereof will be x -x/6 - 1,200, and the total income 
will be 600 •+ 5 , 4 oo + 3,434 69,000 -i- 3,467 2,400 + x - x/6 - 1.202 
or 83,101 5 X/ 6 . 

Therefore iox-» 83,101 + i 
, \>f Xai9,065. 
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The above working is subject to the following observations : — 

(i^ Rs. 5,000 subsequently received from the <^eth is a receipt 
arising from the assessee's profession and is therefore liable to tax. 
The remittance of Rs. 2,000 to the Seth's private secretary is in the 
nature of a present and is therefore not admissible as a deduction. 

(a) By virtue of section 9 (i) (ii), where the tenant undertakes 
to bear the cosf of repairs, the allowance for repairs is restricted to 
the difference between the annual value and the rent paid but not 
exceeding one-sixth of the annual value. 

(3) The interest on government securities falls due on the 
due date and not from day to day. The full amount of Rs. 600 
will therefoie be assessable in the assessee's hands, and the amount 
of income-tax deducted at source will be Rs. i 5 o. Rs. 235 which 
the assessee paid to the vendor will be treated as a pirt of the cost 
of the securities purchased. 

( 4 ) The loss of part of the fixed deposit owing to the Bank's 
failure is a capital loss. 

(5) In calculating the amount of income-tax deducted or 
suffered at source in the case of interest on securities and dividends, 
the 5% surcharge has been ignored. 

(10) X, the general manager of Popular Bank Ltd., has been 
in receipt of a salary of Rs. 5,000 per month and an entertainment 
allowance of Rs 5 ,ooo per annum. He was provided with rent-free 
accommodation of his choice. In dealing with his assessment for 
1957-58 the Income-Tax Officer raised some queries, and X in the 
course of his reply stated as follows :— 

(t) His contribution to the recognised Provident Fund of 
the Bank was Rs 5 ,000 for the whole year ended 31st March 1957, 
the Bank also contributing an equal amount. The interest on his 
providept fund for the year was Rs. 7 , 5 oo calculated at 5 per cent 
per annum. 

(2) In April i 956 he had prepared ».for the widow of a friend 
a scheme for the investment of her large cash balance ; and out of 
gratitude for the help thus rendered to her, she gave him in 
June T956 a cheque for Rs. 50,000. It was claimed that this Kccipt 
was of a casual nature. He gave half of this amount as a gift to 
his wife who purchased with it in August 1956 A\% Bombay Port 
Trust Debentures of the face value of Rs 24,000. Subsequently 
on 4 th September 1956 and 15th October i 956 he also gifted to his 
two sons A and B Rs. 15,000 and Rs. 10.000 respectively on their 
aand and 17th birthdays They also bought out of the gifts the 
above-mentioned debentures of the face value of Rs. i 4 , 4 oo and 
Rs. 0,600 respectively. The half-yearly interest on the debentures 
which fell due on ist December 1956 was received by them in their 
own right. 

(3) As regards his shareholding in Vijay Sugars Ltd, a 
dividend of Rs. 4,500 was declared thereon on 1 5 th March 1957 
but was made payable only on 15th April 1957. Therefore he had 
no income from dividdhds during the previous year x 956 - 57 . 
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The assessment of the sugar company for the period out of whose 
profits the dividend was declared has been completed and 4 o% of 
its total income has been exempted as being agricultural. 

From the details given above, compute the total income of X 
for the assessment year 1957-58. 


X. Income from salary : 

Salary at Rs. 5,000 per month ... 60,000 

Entertainment allowance ... 5 ,ooo 

Value of rent-free accommodation at 
10% of salary ... 6,000 

7 1,000 

Less Deduction for entertainment 

allowance ... 5,000 

Employer's contribution to Provident 
Fund 

Interest on Provident Fund at 5% p. a. 
a. Other Sources : 

Remuneration for drawing up a 
scheme of investment, not being 
casual income , 

Half-year's interest on debentures pur¬ 
chased by the wife and minor son 
with assets transferred to them by* 
assessee (taxable in his hands under 
section 16 {3) (a) (iii) and (iv) 

Dividends fnet) ... 4 , 5 oo 

Income-tax suffered at source (ignoring 
surcharge) ... 794 


Rs. 


66,000 

5,000 

7,500 

50,000 


756 

5,394 


Total Income 


1,34,550 


. ‘The above computation is subject to the following remarks :— 
(i) In view of the amendment of section 4 ( 3 ) (vi) by the 
Finance Act, i 955 , the entertainment allowance is no longer 
exempt. Therefore thfe amount of entertainment allowance should 
be included in the salary income ; but, after including that allow¬ 
ance, a deduction is allowed therefrom of an amount equal to 
one-fifth of the*assess^c's salary or Rs. 7,500 whichever is less, 
provided the* assessee had regularly been receiving the entertain¬ 
ment allowance from his present employer before ist April 1955. 
The emoun^ to be deducted on accotiiit of entertainment allowance 
cannot, of course, exceed the amount of the allowance. In this 
case the whole amount of the entertainment allowance is albwed 
as a deduction, and it has been assumed tfiat the assessee was 
receiving the entertainment allowance from his present empleyer 
before ist April 1955. 
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(2) In determining the year of taxability of dividend, the 
material date is not when the dividend is payable or actually paid 
but when it is declared {16 I. T li, 248 )* Therefore {he dividend 
declared on z 5 th March 1957 is assessable in the assessment year 
1957-58. 

(9) No portion of the dividend income is free from tax simply 
because a part of the company’s income from which it was paid is 
agricultural. In grossing up the net dividend the fact that 40% of 
the company’s income was agricultural has been taken into account. 

( 11 ) From the following particulars compute the total ircome 
and total world income of P for the assessment year i 957-58 : 

(1) P was sent to London in March i 956 by his employers,X 
Co. Lid , as its representative. P was to get a salary of Rs 1,500 per 
month out of which Rs.500 was to be paid-to his wife in India and 
Rs. 1,000 to him in London. In addition, he was allowed to do 
business on his own account in London as well as in India. 

(a) During the year ended 3 ist March i 957 his business in 
London resulted in a less of Rs. 40,000, while that in India yielded 
a profit of Rs. 45 ,ooo. 

(3) He held shares in several Indian companies on which he 
received during i 956-57 dividends amounting t > Rs. 4 , 6 oo. 

( 4 ) He had two houses A and B in India. A was let out on a 
rent of Rs. 750 per month, the municipal taxes paid being Rs.1,200. 
House B was used as a residence by his wife, its annual value being 
Rs.5,000. During the >car i 956 - 57 , Rs. 1,000 was spent on repairs 
of house B and the municipal taxes paid were Rs. 500. 

(5) He paid premium Rs. 3,500 on each of two insurance 
policies, one on his life and the other on the life of his wife. 

(6) He did not return to India after his departure to London 
in March i 956 He howevet sent in June 1957 a declaration that 
he wishe^l to be assessed on the basis of his world income. 

P is non-resident for the previous year ended 3 ist March 1957; 
and as a non resident he becomes assessable to tax for the fir^t time 
in 1957-58. Therefore his declaration, made before 30th June'^ 957 > 
that he wishes to be assessed on the basis of his world income is in 
.accordance with the requirements of the first proviso to 
section i 7 (1). 

Rs. 

I. Salary income : Rs. 500 p. m. received in India 

on his behalf by his wife ' 6,000 

3. Property income : 

A. L. V. of house A 9 ,ooo 

Less One-half of municipal taxes 600 


8 , 4 oo 

Less One-sixth for repairs 7,400 7,ooo 
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A. L. V. of residential house 5,000 
Less One>half of municipal taxes 250 


Less Statutory allowance 


4,750 

x,8oo 


Less One-sixth for repairs 


2,950 

49 i 


3. Business : Profit in India 

4 . Other Sources : Dividends gross (income-tax 

paid being Rs. i, 53 i) 

Total Income 

5. Foreign Income: 

Loss from London business 4 o,ooo 

Salary received in London 12,000 

Total World Income 


a >459 

45,000 

6,131 

66 , 59 o 


28,000 Loss 
38,590 


(12) The Bharat Textile Mills Go. Ltd., has filed a return for 
the assessment year 1957-58 with the following statement of 
accounts :— 

Profit & Loss Account for the year ended 3 ist December i 956 


Opening Stock of cloth Sale?s 

and work in process ... 5,50,000 Closing Stock of cloth 
Cotton consumed ... 18,50,000 and wojk in process 
Stores consumed ... 7.oo,ooo 

Electricity, coal and 
water ... 40,000 

Salaries and wages .,. 20,60,000 

Gross Profit c/d ... 11,00,000 

^ 63 , 00,000 

Office Establishment ... 7 o,ooo Gross Profit b/d 

Rent. Rates and Taxes... 5,000 Rents received 

J M MM A MM 


40 , 000 l 


Rs. 

... 55 , 70,000 


7,30,000 


Postage and Stationery 
Fire Insurance Premium 
Repairs to machinery 
and buildings 
General charges 
Provision for d(\ubtful 
debts , 

Interest on Ibans 
Depreciation 
Managing agents’ remu¬ 
neration 
Net Profit c/d 


8,000 Share Transfer Fees 
3 o,ooo 

1,80,000 

10,000 


63 , 00,000 

11 , 00,000 

10,000 

600 


II 

3 o,ooo 
... 15,000 
... i,7o,ooo 
u- 

... 59,600 

5,33,000 

fT Tn Anri 
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Reserve Fund 
Provision for Taxation 
Bonus to Workmen 
Dividends 
Balance to B/S 


i,oo,oooj Balance b/f from i 954 
X;8o,ooo Balance b/d 
1 75,000 
50,000 
45,0^ 

5,50,000 


Provision tor Taxation Account 
Ks. 

Taxes paid 1,76,500] Balance b/d 

Balance c/d i 5 ,ooo Profit & Loss Account. 

_Interest u/s 18A 

i,9r,5oo 


17,000 

5 , 33,000 


5,50,000 


Rs. 

7.500 

i,8o,ooo 

_4,000 

1,91,500 


Provident Fund Ac count (Unrecognised) 

Rsl j ^RsT 

P.yment to employees jBalance b/d ...j 1,95,600 

out of contributions ... 28,ooo.Employees'contributions 66,200 
Payment to employees Company's contributions 60,200 


out of interest credited i, 5 ooInterest 
Balance c/d ...I 3 ,o 8 , 5 ooj 

3 , 38 , 00^1 

_Labour Welfare Fund Account 


Rs. j 

Welfare expenses ... 1,000] Balance b/d 

Donation to a public' j Fines received 

hospital ... 9,600 Interest 


Balance c/d 


47,000] 

5 ' 7 , 6 oo] 


10,000 


3 , 38 ,roo 


Rs. 

5 o,ooo 

7,000 

too 

57,‘^oo 


_ Balance Sheet as on 31st December i 956 


' ;3I-I2-55 81-I2-56 

I Rs. j Rs. 

Authorised Capital: a,ooo Shares of Rs. loo each !2o,oo,ooo{ 


Issued and Paid-up Capital 
Reserve Fund 
Provision for Taxation 
Provident Fund Account 
Labour Welfare Fund 
Provision for Doubtful Debts 
Bank Overdraft 
Sundry Creditors 
Liabilities for Expenses 
Liabilities for Other Finance 
Profit Sc, Loss Account 


12,50,00015,00,000 
’ 1,00,000 
7 / 5 ooi 15,000 
1,95,600; 3,o8,5oo 
50,000 07,000 

ao,ooo{ 35,000 
3,00,000 
8,00,000] 3,50,000 
i,95,000| 80,900 

85 ,booj 58 ,600 

17,000; 45.000 
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Bbck Account 

Stocks of Cloth and Work in-Proccss 

Stocks of Cotton and Stores 

Stocks of Coal 

Sundry D^ibtors 

Cash and Bank Balances 


1 5 ,17,000 

i 4 , 47 ,ooo 

5 , 5 o,ooo 

7 , 3 o 000 

4 , 5 o,ooo 

4,80,000 

^0,000 

20,000 

C/l 

0 

0 

0 

i,o 5 ,ooo 

23,000| 

i 58,000 

a6,2o,ioo' 
-JS — 1— .1 

28,40,000 


Taking the following intormation into account, determine the 
total income o* the company for the assessment year i 957-5 i:— 

(1) The assessment order for i 956 57 shows that the stocks of 
cotton and stores were undervalued by io%, and an adjustment on 
that account was made in the assessment for that year. This year's 
stocks have been found to be valued properly. 

(2) Rents received include Rs. 3 ,000 for rent for a shop let 
out to the selling agents and the balance for rent of labour chawls 
situated at a dismnce of 4 miles from the Mills The expenses for 
property debited arc ;— 



For Shop 

For Chawls 


Rs. 

Rs. 

Rent, Rates and Taxes 

... 3 oo 

7 oo 

Repairs to Building 

... 4 oo 

1,000 

Fire Insurance Premium 

60 

r 4 o 


( 3 ) During the year a debt of Ra i 5 ,ooo was written off as bad 
against the Provision for Doubtful Debts. It was due from a person 
to whom an advance was made for factory building contract. 

( 4 ) The depreciation charged in the accounts may be taken as 
correct. 


The shop let to the selling agents and the chawls situated 4 
miles away from the Mills cannot be considered as busiiJess assets. ‘ 
Therefore the income from rent of the shop and the chawls cannot 
be assessed under scictton 10, but will have to be assessed under 
section 9 as income from property. 

Rs. 


Net Profits as per Profit & Loss Account 
Deduct Rent received, which will be considered as income 
■ from property under section 9 

Add the following items : 

(i) Expenses in respect of the shop and chawls : 
Rent,*Rates jyid Taxes ’ 1,000 

R*epa rs to building . i, 4 oo 

Fire insur-ince premium 200 a,600 

(a) Pfovision for Doubtful Debts 

being inadmisstb'c 3 o,ooo 

( 3 ) Fines received during the year and 
credited to Labour Welfare Fund 
cannot be treated as the company's 


5 , 33,000 

10,000 

5 , 23,000 
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income under the Factories Act, as 
the amount so recovered has to be 
used for welfare expenses only. 

( 4 ) Interest credited to Labour Welfare 

Fund being interest paid to self, as 
the Fund is under company's 
management. 600 

( 5 ) Company's contributions to the un¬ 

recognised provident fund, it being 
presumed that the provident fund 
is under the company's manage¬ 
ment and there are no rules or 
regulations providing for deduo* 
tion of tax at source at the time of 
payment from the fund in terms of 
section 10 (4) (c). 65,200 

(6) Interest credited to Provident Fund, 

being interest paid to self, as the 
Fund is presumed to be under the 
company's management 10,000 

Deduct the following items : 

[i) Bonus paid to workmen debited to 

Appropriation Account i, 75 ,ooo 

(a) Welfare expenses of Rs, 1,000 debi¬ 
ted to Labour Welfare Fund arc 
not allowable deduction, because 
Rs. 7,000 received as fines has not 
been treated as income, it being 
presumed that the company utili¬ 
sed that amount in meeting these 
^ expenses. 

(3) Donation of Rs. 9 , 6 oo to a public 

hospital debited to Labour Welfare 
Fund is also not deducted. A 
rebate of income-tax will be allow¬ 
ed on this amount under section 
. 15B. 

( 4 ) Payment to employees out of P. F. 
contributions is Rs. 28,000, 50% of 
the contributions being made by 
the empbyees themselves. The 
contributions by the company 

paid to the employees are allovtfed <, 

under section 10 {2) (xv). These arc z 4 ,ooo 

(5) Payment to employees out of interest 

credited to Provident Fund account 
will have to be allowed in full as 
^ the Fund is presumed to be under 
the management of the company 


1,09,400 
6 , 32 , 4 oo 
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and the amount of interest is as 
good as further money paid by the 
company to the employees over and 
above the contributions of Rs. 
i 4 ,ooo. The amount of interest is i^ 5 oo 

( 6 ) The assessment order for 1956-57 

shows that the stocks of cotton and 
stores were under-valued by 10% 
and an adjustment on that account 
was made in the assessment. Conse¬ 
quently an adjustment will be 
necessary in this assessment. The 
addition made last year will have 
to be allowed as a deduction be¬ 
cause that would go to increase the 
value of opening stock. Stocks of 
cotton and stores on 3 ist December 
1955 were Rs.4,50,000. The under¬ 
valuation, being i/ 9 , was Rs.50,000. 

This will now be allowed as a 
deduction 5O/OOO 

( 7 ) The company wrote off Rs 15,000 

during the year as a bad debt 
against the Provision for Doubtful 
Debts. The amount was advanced 
to a person for factory* building 
contract. It cannot be allowed as a 
deduction under section 10 (a^ (xi), 
as the money wis advanced for 
acquiring a capital asset and the 
company is not carrying on money- 


lending business. 


m 

Business Profits 


Income from Property : 



Rents received 


io,ooo 

Less One-half of municipal taxes paid 


500 

• 


9,500 

Less One-sixth for repairs 

1,583 


. Fire insurance premium 

200 

1.783 


ih^the from Other Sources : 
interest under section 18A credited to Provision for 
Taxation • 

,*Total Incoftie for assessment year x 957-58 


2,40^ 

3 , 9 i, 9 oo 


7 / 7*7 


( 13 ) The Bharat Engineering Co. Ltd., of Bombay was a private 
^th{>any, its accounting year being the calendar year. On. ^tst; 
tieceniber 1955 it went into voluntary liquidation, and its *Baliu^ 
Sbe^t as on that date was as under - 
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Paid up Share Capital: 
xoo Shares of Rs. 1,000 
each 

• • • 

Loan from Bank 
Sundry Liabilities 
Profit & Loss Account: 
Balance after payment of 
dividend b/f from past 
years 40,000 

Profit for i 955 60000 


Rs. 


T,00,000 
1 , 00,000 
80,000 


1 , 00 ,000 

3,80,000 


Rs. 

Land 50,000 

Machinery less dep- 
reciat on ^... 80,000 

Furniture less dep¬ 
reciation ... 8,800 

Stocks ... 75,000 

Sundry Debtors ... 3$,ooo 
Cash in hand and 
with Bank ... 1,31,200 

3.80,000 


The liquidator sold land, machinery, furniture and stocks to 
New Bharat Engineering Co. Ltd., Bombay, a new public limited 
rompany formed for the purpose of taking over and running the 
business of the Bharat Engineering Co. Ltd., Rs 2 t 6, ooo . He 
V also collected the book debts and paid off the HabiHtiPs in full. He 
incurred Rs. 2,200 as liquidation expenses. On sth Julv i 956 he 
closed the liquidation proceedings by paying off Rs. 2 000 per share 
to each shareholder. 

• 1 the Bharat Engineering Co. Ltd. up to and 

including i 954-55 were completed long ago and taxes due were 
collected. The assessment for 1955-56 was completed on ^st 
August 1^956 and tax of Rs. t 2 . 5 co was found due which amount 
has not been collected yet. The income for 1955 is ascertained at 
Rs. 00,000 but the assessment has not yet been completed. 

The shareholders of*the Bharat Engineering Co. Ltd. on 3TSt 
December i 955 , were O, P and Q all of Bombay, holding 75 , i 4 and 
11 shires respectively. 

^ State what action should the Income-Tax Officer take in 

4 .*his case. ^ 


proceedings were CJirrplcted on 5 th July 
i 956 the Bharat Engineering Co Ltd. ceased to exist from that 
date. The tax of Rs. i2,5oo levied for the assessment year 1955-56 
cannot, therefore, be recovered from the company now. SimilaVly 
the assessment of the company for 1955-57 its income for the 

year i 955 cannot be made on the company itself. 

Most of the old company's assets were taken over bv the new 
company. In fact the new companv was formed specifically for 
taking over the running business of the old company, and it has 
been carrying on the said business since 3jst^ December i 955 . In 
these circumstances there is no doubt that the new public company 
^cceeded to the business of the defunct old company on 3ist 
December 1 955 . Under the proviso to section 26 (2', the assess¬ 
ment for 1956-57 on the old company's income for i 955 can, there- 
torc, be made on the successors, as the old company cannot now 
be found. Also the tax of Rs. 12,500 due from the old company 
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can be recovered from the new company. The Income-Tax Offiast 
should take the necessary steps for this purpose. 

The liquidator distributed Rs. 2,000 per share to the share¬ 
holders of the Bharat Engineering Co, Ltd As the face value of 
each share was only Rs. 1,000, Rs. 1,000 extra was thus paid out of 
the company's accumulated profits. The extra amount of Rs. 1,000 
paid on each share is, therefore, to be treated as dividend received 
by each shareholder under section 2 ^6A) (c). 

The dividend would be considered as having been received 
by O, P and Q on 5 th July i 956 and, after grossing up, would be 
included in their assessments for i 957 * 58 . 

( 14 ) The British Drugs Ltd. is a company incorporated in 
the U. K It has two subsidiaries A and B, both incorporated in the 
U. K , each specialising in the manufacture and sale of a particular 
group of medicines. Companies A and B manufacture their 
products in England. These subsidiary corapaniss have appointed 
X of Bombay as their sole representative in India on different 
terms and conditions as noted below ; 

Company A appointed X as its sole canvassing agent in India. 
He has to carry out the advertisement programme for A in India, 
the cost of which is borne by A. He has also to canvass orders in 
India for A. They are to be written by customers on special forms 
which are to be sent by X to A in London. It is open for A cither 
to accept thes? proposals or to reject them. If the proposals are 
accepted, goods are delivered by A to the customers f. o. b. London. 
Customers have to pay 20% of the price to X on behalf of A with 
the orders and 80% to A directly in Londog before taking delivery 
of goods During the year i 956 the total sales of company A 
amounted to Rs. 4 o,oo,ooo including Rs. 8,00,000 for sales through 
X in India. X received Rs. 80,000 as his commission on these 
sales. The net profits of the company on its total sales amounted 
to Rs. TO 00,000 for the year. j * 

Company B consigned its products to X for sale in iidia at 
the best prices available over and above the scheduled rates- X is to 
get as his commission on such sales, and the company has to 
•bear all the expenses for effecting such sales. During the year 
* 195^ sales, of B's products made in India through X amounted to 
Rs 6.09,000. He realised Rs. 5 , 5 o,ooo as sale proceeds on behalf of 
B, the balance representing credit dues not realised during the 
year. Out of this amount X retained Rs 9 o,ooo as his commission 
and Rs. 10,000 for expenses and remitted the balance of Rs. 4 , 5 o,ooo 
to B. The accojints of B for the year i 956 showed that it earned 
30% net projits on its total sales ’ 

No aAion has been taken .so far for assessing A or B company. 
State what action you would t^ake in the matter and what would 
the incomes of A and B companies assessable to Indian income-tast. 
for the year 1957-58 ? 
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X is the sole representative in India of the two non>resident 
companies A and B, who are in receipt of income through him. 
Therefore X can be treated as an agent for the non-resident 
companies under section 43. A notice of intention ol^treating him 
as the agent of the non-resident companies will be served on him 
and after giving him an opportunity of being heard, an order wilt 
be passed treating him as such agent. Notices for filing returns 
under section 22 '2) will then be served on X as agent of company 
A and company B for the assessment year i 957 - 5 i in connection 
with their income for the year i 956 . 

'Ihc assessable incomes of A and B companies for i 956 will be 
computed as follows :— 

Company A : 

X canvassed orders for A in India amounting to Ks. 8,00,000 
in i 955 . The non-resident company A therefore earned profits 
through a business connection in India. Such profits arc deemed 
to have arisen in India under section 42. As this company earned 
a net profit of 25% on sales in 1956, the profits on its Indian sales 
come to Bs. 2,00,000. 

Out of the total sale proceeds of Rs. 8,00,000, Rs. 1,60,000 
(20%) was received by A in India through its agent X ; hence 
Rs. 40,000 (20%) of the profits on Indian sales would be considered 
as having been received in India and would be assessable under 
section 4 (i) (a). Out of the profits on the balance of Indian sales 
(Rs. 6,40,000) an allowance under section 42 ( 3 ) must be made for 
the profit attributable to manufacturing done in the U. K. and to 
sales also completed there. Profits attributable to canvassing 
operations will only b^ assessable in India, and this may be 
estimated at 20%. Therefore 20% of Rs. 1,60000 or Rs. 32,000 will 
be taxed under section 42. 

A company's total income will therefore be as follows 

Re. 

Asse^able under section 4 (1) (a): 

Sale proceeds realised in India ... 1,60,000 

25% profit thereon realised in India .' 1 . " 43,ooo 

Assessable under section 42 : 

Balance of sales in India ... 6 , 4 o,ooo. 

25 % profit thereon 1,60,000 

20% thereof 32,o<k> 

Total income for the assessment year 1 957-58 7 a,060 


Company/ B % 

This company consigned its'products* to X in India. These 
were sold in India for Rs. 6,00,000 in the year i 956 . Out of these 
sale proceeds Rs. 5 , 5 o,ooo was r^ealised in India. Profits on such 
sales will therefore ^ considered as having been received ifi 
India. 

The balance of Rs. 5 o,ooo represents sales effected in India 
I}ut rot received. Profits on such sales also accrue in India» but 
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an allowance for manufacturing profit earned in the U. K. may be 
granted to the company. Only i 5 % (instead of 30%) may therefore 
be taken as profits assessable in India. 

B Company's total income will therefore be as follows :— 

Rsw 


Assessable under section 4 (i) (a): 
Sale proceeds realised in India 
30% profit thereon 
Assessable under section 4 (i) (c) : 
Sales in India 
15% profit thereon 


5,5o,ooo 

1,65,000 

5 o,ooo 

7,5oo 


Total income for the assessment year i 957 - 5 B 1,7a, 5 oo 


( 15 ) The Profit & Loss Account of a limited company 
engaged in the manufacture of electric goods, showed a net profit of 
Rs. I2,5o,ooo for the year ended 3 ist December i 956 Having 
regard to the following informaticn compute the total income of 
the company for the assessment year ig 57-58 :— 

(i^ During the year i 956 a godown of the company contain* 
ing stock worth Rs. 2,50,000 was destroyed by fire. Rs. 2^ lakhs 
received from the insurance company (Rs. i lakh on account of 
building destroyed and Rs. lakhs on account of stock burnt) was 
credited to Buildings Account. The written-down value of the 
godown destroyed was Rs. i,i 5 ,ooo on 31st December i 955 . 

(2) Rs. 5,000 profit, made by the company on sales in an 

exhibition in London and kept as a deposit in a London bank, was 
credited to Contingency Reserve. " 

( 3 ) Rs. 83,000 stands debited to Profit & Loss Account as 
interest. The details of the Interest Account are as under :— 

Rs. 

Interest paid on borrowings ... #* 98,000 - 

Less Interest on securities received after 

deductiomof income-tax ... i 5 ,ooo 


83,000 

(4) Rs. 2,5o,ooo was charged to Profit & Loss Account for 
depreciation, but the. amount of admissible depreciation comes to 
Rs. 3,00,000. 

( 5 ) For the year 1054 the company had paid a bonus td 
workmen equivalent to three months' wages, but the Industrial 
Tribunal awarded in June xgSfi a further bonus of Rs. i,oo,o:>o for 
1954. This bonus was paid in October 1956 and is included in 
wa^es and salaries debited to Profit,and Loss Account. 

(6) A laboratory for research related to the business of the 
company was set up in t 954 when scientific instruments worth 
Rs 1 , 75,000 were purchased. In July 1956 the research was 4 iscon^ 
tinued and the instruments were eold for. Rs. 3,00,000 to m 
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technical college, the profit on sale being carried direct to General 
Reserve. 

f 7 ) It was noticed that one of the employees who was entrus¬ 
ted with the inspection of stores purchased was actipg in collusion 
yith the suppliers of stores and helping them to conceal shortages 
in the stores supplied. The directors terminated his services. He 
filed a suit against the company for damages for termination of his 
services without notice and was awarded a sum of Rs. 15,000. The 
company paid these damages and it also incurred an expenditure of 
Rs. 3,000 in this connection. This sura of Rs. 18,000 was debited 
to General Charges. 

(8) The managing director's son aged 20 joined the company 
in June xg56 as an assistant immediately after graduation on a 
salary of Rs. 5 oo per month but from ist October 1956 his salary 
was raised to Rs. 2,000 p^r month 

(9) Machinery worth Rs. 2,00,000 hired by the company was 
destroyed during a strike The company made good this sum and 
debited the expenditure to General Charges. 

(to) Expenditure on certain mechanical units amounting to 
Rs. 35,000 had been charged to revenue in 10^5 Such expenditure 
having bean disallowed by the Income Tax Officer on the ground 
that it was of a capital nature, the company made a transfer entry 
in the accounts for t 955 crediting the mac hincry repairs account by 
Rs. 35,000 and debiting the block account by that amount. 


Profit as per Profit & Loss Account 
Add the following items : 

Amount received*' from insurance 
company for Irss of stock by fire 
credited to Buildings Account 1,50,000 

Depreciation debited, admissible de¬ 
preciation being deducted separately 2,50,000 
Profit on sale of scientific instruments 
as calculated below ’ •:,o5,000 

Part of salary of director's son dis¬ 
allowed as being expenditure not 
laid out for the purpose of 
company's business 4/5oo 


Rs. 

12,50,000 


5,09,500 


17,59,500 

Dedufd the following items : 

Loss under section 10 (2) (vii) in 
respect of a godown destroyed by fire i 5 ,ooo 
Interest on securities credited to 
Interest Account, but considered 
separately below x5,ooo 

One-fifth of capital expenditure on 
scientific instruments allowable 
"under section xo (2) (xiv) 35yOOO 
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Admissible depreciation 3 ,oo,ooo 

Machinery repairs capitalised 35,ooo 4 ,oo,ooo 


13,59,500 

Add Profits earned outside India but not 
brought into India (in excess of 

Rs. 4,500) 500 


Taxable income from business i 3 , 6 o,ooo 

Interest on securities (gross) 20,000 

Capital gains 25,000 


Total income for assessment year 1957-58 I4,o5,ooo 


Profit on xaU of seimtific imtrnmcnts Out of the cost of 
Rs. 1,75,000, Rs. 1,05,000 has already been allowed as revenue 
«xpenditure in the three assessment years 1955-56, 1956-57 and 
3:957-58 at Rs. 35,000 per year. The instruments are sold for 
Rs 2,00,000. Therefore Rs. i o 5 ,ooo is treated as a taxable receipt 
under proviso (c) to section 10 (a) (xiv). On the sale of instruments 
there is a capital gain of Rs. 25 ,000. 

The above computation of total income is subject to the 
following rerrarks : — 

(t) As regards the salary of the managing director’s son, even 
the initial salarv of Rs. 5 oo per month was too high for him. To 
increase it still further to Rs 2,000 a mqnth withm a short period 
of four menths was obviously a step not dictated by any commercial 
consideration for the service he rendered. Therefore the increase 
at Rs. r,5oj p. m. for the period of three n!bnths is disallowed as 
being expenditure not wholly and exclusively laid out for the 
purpose of the business 

(a) The item ’'wages and salaries” debited to the Profit & 
Loss Account of 1956 includes Rs. 1,00,000 paid to the cq^npany's 
workmen by wav of further bonus for the year 1954. The 
company’s liability tc^ pay this further bonus for the year i 954 
arc sc out of the Industrial Tribunal’s award in June 1956. As this 
liability accrued only in i 956 and it could not have been anticipated 
ui 195*4 it is'allowable against the profits of i 956 . 

(3 As it was in the interest of the company to get rid of an 
undesirable employee who was acting against the interests of the 
company, Rs. 15,000 damages paid to him and Rs. 3 ,ooo legal 
expenses are allowable as a deduction. 

( 4 j Rs. 2,00,000 was paid by the company for the loss of 
hired machinery. * As th| hiring of* machinery was in the course of 
the business 41 nd as the company was liable to make good any loss 
of the machinery hired by it, * the expenditure incurred ixi that 
connection is allowed as a business expense. 

( 16 ) From the following Profit & Loss Account of a cotton 
mill company and the subjoined information, compute the total 
income of the company for the assessment year X 9 S 7 -S 8 :— * 
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Profit & Loss Account for the year ended 31st March i957 


To Cotton : 

Rs. 


Rs. 

Opening Stock 

3,00,000 

By Sales of Cloth 

26,00.000 

Purchases 

ia,8o,ooo 

„ Sales of Wasfc 

1,00,000 


— 

„ Closing Stock of 

4,00,000 


15,80,000 

Cloth 

5,000 

-Closing Stock 

5,00,000 

„ Interest 

• 7,000 


• - -- 

„ Rent 

500 


10,80,000 



„ Opening Stock of 




Cloth 

4,00,000 



„ Stores consumed 

3,00 000 



„ Coal consumed 

3o,ooo 



„ Commission, broker- 




age, etc. 

25,000 



„ Wages and Salaries 

5,00,000 



„ Labour Welfare Ex- 




penses 

20,000 



„ Insurance 1 

10,000 



„ Municipal Taxes I 

5,000 



„ Ground Rent • 

1,000 



„ General Charges 

25.300 



„ Legal Charges 

1,860 



„ Repairs 

6,500 



„ Contribution to 


1 


Provident Fund 


1 


(recognised) 

10,000 



„ Net Profit c/d 

6.96,840 

1 



31,12,500 






31,12,500 

To Dividend Equalisa- 


By Balance b/f from 


tiion Fund 

50,000 

last year 

3,43,160 

,, Depreciation Account 

2,00,000 

„ Ne; Profit b/d 

6,96,840 

„ Provision for Taxa* 




tion 

3,25,000 



„ Dividend paid at 



(. 

Rs. 10 per share 

i,5o,ooo 



„ Bonus paid to 


• 


Workers 

1,25,000 



„ Balance as per Balance 




Sheet 

1,90,000 

1 



10,40,000 

t . 

1 

10,40,000 


(1) The stock of stores and coal^ as appearing in the Balance 
Sheet, was Rs, 1,00,000 on 31-3^56 and Rs. i,5o,ooo on 9i-3*57. 

(2) The stbek of stores and coal was properly yalhed 
31 -^-i 95& but found to have been undervalued on 3i«J-i957, 
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the undervaluation being equal to lo per cent of the total purchases 
of stores and coal made during the year. 

( 3 ) The written-down values as on 3 ist March i 956 were as 
follows:— 

Rs. 

Buildings (ist Class) Factory ... a, 5 o,ooo 

Buildings (ist Class) Non-factory ... i, 5 o,ooo 

Machinery 7,60,000 

Furniture ... 4 , 5 ooo 

( 4 ) The written-down value of the building destroyed by fire 
on 1st April i 956 was Rs 80,000. The cost of this building was 
Rs. x, 5 o,ooo, the amount received from the insurance company 
being Rs. i, 55 ,000. 

( 5 ) The written down value of the machinery sold on 1st 
April 1 956 for Rs. 60,000 was Rs. 7 o,ooo. 

(6) The rent was received for a part of the non-factory 
building let out to technical officers of the mill whose residence 
near the mill was in the interest of the efficient working of the 
mill. Expenses incurred for the building let out were as follows 
Repairs Rs. 1,600 ; Municipal Taxes Rs. 2,000 ; Insurance Rs. 5 ooj 
and Ground Rent Rs. 100. These were debited to the respective 
accounts in the books of the company. 

(7) Rs. 1,00.000 is the cost of a new canteen built during the 
year. The construction work was started on ist May t 956 and 
the building was completed on ist October i 956 . The addition of 
Rs. 2,00,000 to machinery is the cost of a new dyeing and bleaching 
machinery set up on ist January i 957 . 

(8) General Charges include :— 

Rs. 250 donation to Textile Manufacturers' Association 
Building Fund. 

Rs. 100 annual subscription of membership of Textile 
Manufacturers' Association. 

Rs. 400 for cartage and cooly charges for new machinery ^ 
which was received during the year. 

Rs. 500 cost ot watches and fountain pens presented to 
company's selling agents. 

Rs. 2,000 paid for securing a new telephone connection 

• under the ^*own your telephone" scheme. 

( 9 .) Legal Charges include Rs. 4 oo paid to a lawyer for 
drafting some amendments in the company's memorandum of 
association, Rs. 25 o paid to a chartered accountant for preparing 
the company's return of income and Rs. 300 for the counsel's fee 
for arguing the (:ompany's income-tax appeal before the Appellate 
Assistant Commissioner. 

(to) Labour welfare expenses include Rs. 5,000 for cost of 
construction of a temole ♦'uilt on 1st.October i 956 for the.benefit^ 
of workers^and Rs. I,o0o for expenses incurred in performing the 
daily puja in the temple. 

(XX)-Wages and Salaries include Rs. 3,ooe for salaries qi the 
Staff which w^s temporarily engaged for the. installation of new 
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machinery and Rs. i,8oo for the salary of a clerk who does no 
other work except dealing with income-tax matters including 
deduction of tax at source from the salaries of the company's staff. 

(i2 Rs. 10,000 was realised during the year in respect of 
debts written off in earlier >cars which were not allowed as bad 
debts in the relevant assessments. The amount received was 
credited to the provision for bad and doubtful debts, which 
amounted to Rs. 3 o,ooo on 31-9-1957 as against Rs. 25 ,000 on 
31—9—1955. Certain business debts which actually became bad 
during the vear were written off and debited to thit account. 

(1 3 ) Expenses for repairs include Rs. 2,000 spent on convert¬ 
ing an unmetal'ed road into a metalled road. 

(14) Rs. 5,000 paid for income-tax on the salary of a technician, 
who was cntitlfd to a tax-free salary, was charged to Provision for 
Taxation Account. 


Rs. 

Prefit as per Profit & Loss Account ... 6,96,840 

Ada the following items ;— 

Undervaluation of stock of stores and 

coal as calcul 1 ted below ... 42,222 

Donation to Textile Manufacturers' 

Association for building fund 
being an inadmissible expenditure 250 

Cartage and cooly charges for new 

machinery being capital expenditure 400 

Payment for new tekphene connec¬ 
tion 2,coo 

Less 1/20 allowed as revenue 
expenditure 100 i, 9 oo 

Fees of lawyer being capital expenditure 4 oo 
Counsel's fee for income-tax appeal ... 300 

Cost of construction of a temple beir,g 
capital expenditure ... 5,000 

Salary of staff engaged for installation 
of new machinery being capital expen¬ 
diture ... 3,000 

Expenses on road being capital expen¬ 
diture .... 2,000 

Profit under section to (2) (vii) as calcu¬ 
lated below ... 60,000 1 i 5,472 


Deduct the following items : 

Bonus paid to workers debited to 
Appropiiation Account ... 1,25,000 

Income-tax paid on the salary of a 
<• technician not charged to Profit & 

Loss Account ... S,ooo 


8,12,3X2 
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Bad debts debited to Provision for 
Bad and Doubtful Debts ... 5,000 

Admissible depreciation as calculated 
below i,2i,4i2 2 . 56,411 

Taxable Profits 5,55,9oo 

Business Profits ••• 5 . 55»900 

Capital Gain on building destroyed by fire 5 , 000 

Total Income 5,60, 9 oo 


IhiderMlnation of stock of and coal: Let a; be the 

purchases of stores and coal made during the year, then 

f2/ 

1,00,000 + ic- 3 , 3 o,ooo = i, 5 o,ooo + 
or a* =4,22,222. 

Therefore the undervaluation will be 10 per cent of Rs.4,22,222 
i. e., Rs. 42,222. 

/ rofit. nndor section iO (2) (rii) : Rs. 

W.D.V. of factory building destroyed by 
fire ••• 80,000 

Amount received from insurance corn- 
pay (Rs,1, 65 ,000) limited to the origi¬ 
nal cost — i, 5 o,ooo 70 , 000 - 


Lcss Loss on machineiy sold (W.O.V. Rs. 7 o,ooo 

minus sale proceeds Rs.60,000) ... 10,000 

Profit taxable under section*10 (2) (vii) 60,000 

3 i 

Amount of admisdble depreciation : 

Rs. 

Development Rebate : 

25% of cost of new machinery set up on 1 - 1-57 
(Rs. 2,00,006 Rs. 4oo for cartage + Rs 3,000 
salary of staff engaged for erection =* Rs. 2,03,400) 5o,850’ 

. Norqaal Depreciation : 

5% on the W.D.V. of factory building (Rs 2,50,000 
. minus the W. D. V. of the building destroyed by 
fire Rs 80,000, i c., Rs. i, 7 o,000) ... 8,500 

2f.% on the WlD.V. of old non-factory building 
(Rs.i, 5 o,ooo) 3 # 75 o 

2i% for 6 months on the cost of new non-fac- 
toi;y building* (canteen Rs. 1,00,000 and temple 
Rs 5 ,oo j-=»Rs 1.05,0001 ... 1 / 3*2 

7% on the W D V. of old machinery (Rs. 7 ,60,000 
minus the W D.V. of machinery sold Rs. 70,000 
i. e., Rs. 6 , 9 o,ooo) ... 48 , 500 - 

7% for 3 months on the cost of new machinery ^ 

(Rs. a,03,400) . 3 , 55 ^ 
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6 % on the W.D.V. of furniture (Rs. 4 , 5 oo) a 7 o 

Additional Depreciation : 

On new non-factory buildings (canteen and temple) x, 9 xa 
On new machinery • ... 3,559 


i,ax, 4 xa 

l^ent from staff : The company let out a part of its buildings 
to its technical officers and realised Rs. 7 ,ooo as rent during the year. 
Since the building was let out to its own employees whose resi¬ 
dence near about the mill was necessary in the interest of efficient 
working of the mill, the income from rent has to be assessed as 
income from business and not under the head of 'Troperty*'. 

( 17 ) Given below is the Profit & Loss Account of a limited 
company engaged in the manufacture of shoes :— 


Profit & Loss Account for the year ended 3 xst December 1956 



Rs. 


Rs. 

Opening Stocks 

6,00,000 

Sales 

8 o,oo,coo 

Purchases of Raw 


Dividends Net 

11,000 

Materials 

5 o,oo,ooo 

Closing Stocks 

8 , 5 o,ooo 

Manufacturing Charges 

0 

0 

0 

0 



Establishment 

80,000 

! 


Postage and Telegrams 

5,000 

1 

1 


Commission 

65,000 



Advertisement 

60,000 



Repairs and Replace- 




ments 

1,15,000 



Law Charges 

7 o,ooo 



General Expenses 

3 o,ooo 



Labour Welfare 




Expenses 

4 o,ooo 



Rent, Rates and Taxes 

20,000 



Travelling Expenses 

10,000 



Stock burnt by fire ... 

5 o,ooo 



Net Profit 

6 , 4 i,ooo 




88,61,000 


88,61,000 

Depreciation Account 

x, 5 o /)00 

Profit b/f from last 


Provision for Bad and 


year 

45,000 

Doubtful Debts 

5 o,ooo 

Net Profit b/d 

6 , 4 x,ooo 

Reserve for Work- 




men's Compensation 

75,000 



Provision for Taxation 

1,00,000 

( 


General Reserve 

2 , 00,000 



Dividends declared ... 

75,00b 



Balance c)i • 

36,000 


‘ 

Kt ^ 

I 6,86/}oo 


• 6 , 8^,000 
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Some of the provisions of the company, appearing in the 
Balance Sheets were as follows :— 

On 31-12-55 On 3 t-i 2-56 
Rs. Rs, 

Provision for Bad and Doubtful Debts 75 ,ooo 80,000 

Insurance Provision ... 75 ,000 1,00,000 

• Depreciation Account ... 3 ,00,000 4 , 6 a,ooo 

The following further information has been obtained :— 

(i) Stocks have been valued at 20% below market price. The 
company’s method of valuing the closing stocks is to value them at 
cost or market price whichever is lower. The market price was 
lower than cost on 31-12-55 and 3 i-ia-i 956 . 

(а) The company issued fresh shares for a sum of Rs.io,oo,ooo 
during the year and paid Rs. 20,000 on account of underwriting 
commission thereon. A sum of Rs. 5 ,ooo was paid as brokerage for 
raising a short-term loan which was repaid within the year. Both 
these Items are debited to Commission Account. 

( 3 ) Manufacturing charges include Rs. i 5 ,ooo on ^count of 
wages of workmen employed in the construction of a new factory 
building. 

( 4 ) A whole-time engineer was engaged on Rs. r,ooo per 
month for 6 months to supervise the erection of the new machinery. 
His salary has been debited to Establishment Account. 

( 5 ) Repairs and Replacements include Rs. 60,000 for the cest 
of an Air-Conditioning Plant htted in the office building of the 
company on 3 o- 6 -i 956 . 

(б) The details of Law Charges are :— 

Ra. 5 o,ooo paid to Managing Director as compensation 
for premature termination of his services. 

Rs. 5,000 expenses incurred in a suit filed against X for 
using the company’s trade mark. 

Rs. 15,000 miscellaneous expenses in the coufse df the 
business including Rs< 1,000 paid to the auditors for the 
annual audit*of the accounts of the company. 

(7) Labour Welfare Expenses include Rs. 25,000 for the cost. 
,of constructing a reading room and library for the employees of the 
•company, Rs. 5 ,ooo for the cost of furniture and fittings, Rs 5 ,ooo 
for ^oks purchased (all on 30-6-1956), Rs. 1,000 for annual subs¬ 
cription of newspapers and periodicals and the balance for the 
establishment and other expenses of the reading room 

(8) The principal items included in General Expenses are:— 
Rs.10,000 donation given to Calcutta University. 

Rs. 1,0*00 annpal subscription to Chamber of Commerce. 
R§.x,ooo donation to .Chamber of Commerce for organis¬ 
ing an election campaign. 

Rs.x,5oo for sweets and dlutninations on the oedasion of 
• Diwali. 

. Rs. 5 oo for the mahurat day. 

Rs. 5,000 fire insurance premium. 

31- 
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(9) Th? .5tocks of tjie company were insured against fire and 
the company received Rs.a5,ooo on account of the fire claim during 
the year. T^is amount has b^n credited to Workmen's Compensa¬ 
tion Reserve Account. 

(10) The company received interest of Rs. 5,opo from the 
Income-Tax Department on advance payment of tax under section 
18A, which sum has been credited to Provision for Taxation 
Account. 

(11) Bad debts incurred during the year have been debited to 
Provision for Bad and Doubtful Debts Account. Likewise, a sum of 
Rs.i7,oao recovered from an old debtor whose account was written 
off in 1954 and allowed as a bad debt in that year, has been credited 
to the same account. 

(12) Rs.24,000 on account of the unclaimed dividends forfei¬ 
ted has been transferred to General Reserve Account. 

(13) An income of Rs 50,000 from investments was credited 
to the Investments Account for writing down their cost. 

(14) ^he details of additions and sales in Block Account are 
as follows ;— 

Rs. . 

New machinery installed on 30-6-1956 5,00,000 

Old machinery sold on =1-3-1956 which was 
purchased second-hand for Rs. 4 o,ooo on 3 -i-i 954 So,ooo 
Factory buildings erected on 3 i- 3 -i 956 50,000 

Non factory buildings erected on 30-9-1956 5 o,ooo 

(15) Trie written-down value of assets as on 3 i-i 2 -i 955 was. 
as below and depreciation is to be allowed at the rates noted 
against each:— 

Rs. 

Machinery ... ao,oo,ooo 10% 

Factory Buildings ... 9,00,000 5 % 

^ Non-factory Buildings ... 2 , 3 o,ooo 2j% 

(i6j The depreciation to be allowed on Furniture and 
Fittings is 6 % and that on Books 7 %. . , 

Compute the total income of the company for the assessment 
year i 957 - 58 . 


Profit as per Profit & Loss Account 

Less Income from Dividends to be considered.separately 


Rs. 

6 , 4 r,ooo 
it 1,000 


Add Items disallowed: 

(i) Undervaluation of Stocks : 

Closing Stocks ... 2,t2,5oo 

■ Opening Stocks ^ ... i,So,ooo 62,500- 
(a) Underwriting Commission 

being capital expenditure 20,000 

<( 3 ) Wages being capital expen¬ 
diture i 5 ,ooo. 


6 , 3 o,ooo 



REVISIONAL PROBLEMS WITH SOLUTIONS 4S# 


(4) Engineer's salary being cap¬ 

ital expenditure 6,000 

(5) Cost of air-conditioning 

plant being capital expen¬ 
diture 60,000 

(6) Law charges are all admis¬ 

sible d^uctions, it being 
presumed that the compen¬ 
sation paid to the managing 
director is for the benefit 
of the company. 

(7) Capital expenditure inclu¬ 

ded in Labour Welfare 
Expenses : 

Reading Room Building 25 ,000 

Furniture and Fittings 5 ,000 

Books 5,000 35,000 


(8) Inadmissible items included in General Charges 
Donation to Calcutta 

University 10,000 

Donation to Chamber of 
Commerce for election 
campaign 1,000 

Diwali and Mahurat ex- 


penses in excess of 

Rs. 4 oo 

1,600 12,600 

( 9 ) Insurance money received 
not credited to Profit & 
Loss Account 

25,000 

(10) Stock burnt by fire (see 
note below) 

5 o,ooo 

(ii) Bad debts r^cci^ered not cre¬ 
dited to Profit & Loss 
Account 

17,000 

i(xa) Accretion to Depreciation 
' Account not credited to 
• Profit & Loss Account 

12,000 

(13) Accretion . to Insurance 
Provision not credited to 
Profit & Loss Account 

25,000 

(i 4 ) Profit •on sale of machinery 
assessable utkder section 10 
(2) (vii) as calculated'below 

8 , 4 x 0 

• 

Lesi Allowable deductions : 

(i}‘Bad debts as calculated 
. below 

6a,ooo 


3.48.510 

9.78.510 



484 


INCOME-TAX 


(2) Depreciation as calculated 

below 4 , 63,117 3 ,a 5 ,xi 7 

Taxable Profits 4,53,393 

Stock burnt by fire : The double entry for the item '‘Stock 
burnt by fire Rs. 5 o,ooo*' debited to Profit & JLoss Account must 
have been made to the credit of some other account, e. g.. General 
Reserve Account. The amount of stock burnt by fire should have 
been excluded from the closing stocks, but it should also have been 
deducted from cither the opening stocks or purchases. Therefore 
Rs. 5 o,ooo is added back. 

Profit on sale of machinery : This is calculated as follows 

Rs. 

Sale price of machinery sold on 3 i- 3 -i 956 5 o,ooo 

Cost of purchase secondhand on 3-1-54 4 o,ooo 

-Depreciation allowed for i 954 10% 4 ,000 

36,000 

-Depreciation allowed for i 955 xo% 3 , 6 oo 


-Depreciation for 3 months of x $56 10% 

Written-down value at the date of sale 3 i» 59 « 

Profit on sale i 8 , 4 io 


Under section 10.I2) (vii), the amount of taxable profit is 
limited to depreciation actually allowed i. Rs. 8 , 4 xo, and the 
balance of Rs. 10,000 is a capital gain. 

Bad debts allowed. The amount of bad debts incurred 
during the year is found by preparing the Reserve for Bad and 
DoubtfuV Debts Account as under: 


Ks. 

To Bad debts written ofi 
(being balancing 
figure) 62,000 

„ Balance c/d 80,000 

r,4a,000 



By Balance' b/d 
„ Cash (Bad debts 
recovered) 

„ Profit & Loss Account 



Depreciation. The amount ot depreciation allowable for the 
assessment year 1957-58 is computed as under Rs. 

(a) Development Rubate : 

Machinery installed on 30-6-56 with 
salary of engineer ... 5,06,000 

Air-conditioning Plant, added on 
30-6-56 60,000 


5,66,000 
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Development rebate at 25% ... 1,^1,500 

(6) Initial Depreciation: 

15% on Rs. 65,000 (cost with wages 
of factory buildings erected on 
31-9-56). No initial depreciation 
is admissible on non*>factory build¬ 
ings and reading room because 
they are brought into use after 

31-3-56 ... 9,750 

(c) Normal Depreciation : 

Machinery written-down value on 
31-12-55 ... 20,00,000 

Lesft W.D.V. of machinery 
sold on 31-3-56 ... 32,400 


19,67,600 


Depreciation at 10% thereon 
On Rs. 32,400 being the written-down 
value of machinery sold on 31-3-56 
at 10% for 3 months 
On Rs. 5,06,000 being the cost of ma¬ 
chinery purchased on 30-6-56 at 
10% for 6 months 

On Rs. 60,000 being the cost o 4 air- 
conditioning plant added on 

30- 6-56 at 10% for 6 months 

On Rs. 9,00,000 being the written- 
down value of factory buildings at 

5 % ••• 

On Rs. 65,000 being the cost of 
factory buildings erected on 

31- 3-56 at 5% for 9 months 

On Es. 2,50,006 lacing the written- 
down value of non-factory buildings 
^ at 2^% ... 

On .Rs. 50,000 being the cost of 
pon-factory buildings erected on 
30-9-56 at for 3 months 
On Rs. 25,000 b'eing the cost of rea¬ 
ding room erected on 30-6-56 at 2^% 
for 6 mopths 

On R^ 5,000 being the co*st of fur- 
nittAre and fittings purchased on 
30-6-56 at 6% for 6 months ^ 

On Rs. 5,000 being the cost of books 
purchased on 30^-56 at 7% for 6 
months 


1,96,760 

810 

25,300 

3,000 

45,000 

2,437 

6,250 

31a 

31a 

150 

*75 a,Qp,5ofi 
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{d) Additional Depreciation : 

On machinery purchased on 30-6-56 25,300 

On factory buildings added on 31-3-56 2,437 

On non>factory buildings added on 30-9-56 312 

On air-conditioning plant installed on 
30-6-56 ... 3,000 


On reading room added on 30-6-56 ... 312 


4,63 117 

Statement of Total Income 

Rs. 

I. Business Profits as computed above 4 » 53/393 

2 Dividends (gross) ... I 4 » 9^5 

Interest from investments ... 50,000 

Interest on Advance Tax ... 5, 000 69,915 

5. Capital Gain ... io,ooe 


Total Income 5 . 33 » 3 <i 8 


The company is entitled to rebate of income-tax on 
Rs. 10,000 (Donation to Calcutta University) at the average rate. 

( 18 ) Assessee : a limited company. Assessment year: 1957-58. 
Accounting year: calendar year 1956. Business: ginning and 
pressing factory. 

Profit & Loss Account for 1956 


Oil, Fuel and other 
stores 

Salaries and Wages 
Depreciation 
Miscellaneous Charges 
Profit c/d 

■ Rs. 

,7,00,000 
80,000 
4opoo 
40,000 
40 000 

Ginning and Pressing 
Charges received 

Rs. 

3,00,000 


3,00,000 


3,00,000 

Dividend for 1955 
Replacement Reserve 

80,000 

60,000 

Last year’s profits 
Profit for 1956 

1,00,000 

4o,.ooo 


1,40,000 


1,40,000 


Having regard to the following information, compute the 
company’s total income for the assessment year 1957-58 :— 

(a) The cost of fixed assets on 3Xst Decetnber 1955 was 
Rs. 8,00,000 and new additions made in June 1956 were<: Biddings 
(non-factory but first class) Rs. x,oo,oao . and. machinery 
Rs. 1,00,000. The written-down value of factory buildings (first 
class) and of machinery as at the end of the assessdlent' year 
1956-57 was Rs. 2,00,000 each„ the prescribed rates of d^preeiation 
and 9% respectively. The factory worked double shift 
throughout the year» 
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■ (6) Rs. 20,000 was transferred direct from ginning and 
pressing account to a contingency reserve. 

(c) Rs. 5,000 recovered from a bad debt of Rs. 10,000 whicli 
was claimed but was disallowed in the assessment year i954-'55 has 
been credited to reserve fund. 

{(i) The amount of Rs. 1,00,000 for oil, fuel and other 
consumable stores includes Rs. 50,000 being cost of stores consu¬ 
med arrived at as follows :— 

Rs. 

Stock of stores at cost on i-i-igsb ... 50,000 

Purchases during 1956 • ... 60,000 

x,xo,ooo 

'•Less Stock of stores on 31-12-1956 after reductidn 

or Rs. 10,000 for depreciation ... 60,000 


50,000 

(e) Salaries and wages include (i) Rs. 600 pension paid to 
the widow of a deceased manager, {ii) Rs. 1,200 contribution to a 
recognised provident fund, (iii) advance salary to the manager for 
6 months of 1957 at Rs. 500 per month. 

if) Miscellaneous charges include (i) Rs. 20,200 cost of a new 
school building erected in September 1956 for the education of 
employees' children and Rs. 6,000 pay of the staff of this school, 
and {ii) Rs. 1,000 cost of a radio-set purchased in April 1956 for 
the employees' recreation club. 


Rs. 

Profit as per Profit & Loss Account ... 40,000 

Add Ginning and Pressing income not shown in 

»hc Profit & Loss Account ... 20,000 

Undervaluation of closing stock of stores 4^0,009, 

Advance salary of manager ... 3,000 

Cost of school •building being capital 
expenditure ... 20,000 

Cost of a radio-set being capital expenditure x,ooO 

• Depreciation charged ... 4o,oo<jl 

1,34,000 

£<tgs Depreciation allowance as per statement 

given below 76,100 

Total Income 57/9oo 


Depreciation allowance : 

X. Factoty, building (5% on Rs. 2^00,000) * so;oo<l 

vNon^dactory buildings : 

Noymal depreciation (2i% on Rs. x,00,000 
for d pionths 
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Additional allowance equal to normal 


1,250 


a,50a 


S. School building : 

Normal depreciation (2^% on Rs. 20,000) 
for 9 months 1^5 

Additional allowance equal to normal 125 250 

4. Machinery ( 9 % on Rs, 2,00,000) 18,000 

New machinery ; 

Development rebate (25% on Rs. 1,00,000) 25,000 
Normal depreciation (9% on Rs. x,oo,ooo 
for 6 months) 4>5oo 

Additional allowance equal to normal 4,Soo 

Double shift allowance (50% of Rs.22,500) 11,250 63,250 

5. Radio (15% on Rs. t,ooo for 8 months) 100 

76,100 

Notes : 


(t) All stocks should be valued cn a uniform basts. When 
the opening stock of stores was valued at cost, it is necessary that 
the closing stock should also be valued at cost. Therefore the 
depreciation of Rs. 10,000 in the value of closing stock of stores 
cannot be allowed. 

Hi) The prescribed rate of depreciation for radio-sets is 

X 5 %. 

Uii) In computing the taxable profits of the accounting 
year 1956 expenses relating to a preceding or subsequent year are 
irrelevant. Therefore the advance salary to the manager for six 
months of 3957 is not deductible. 

( 19 ) An association of France, carrying on business in India, 
has been declared by the Central Board of Revenue to be a com¬ 
pany. During the year ended 31st March 1957 this association had 
the following income :— Rs. 

^ (a) Banking profit at Calcutta ... 25,*750 

(b) Dividend (gross) from a Bombay company ... 2,250 

(c) Agricultural income in U. P. ... ' 2,000 

(d) Banking profit in France retained in France 25,000 

(e) Income from land in South Africa not brought 

into India ... 4,000 

Determine the company's total incon\e for fhe assessment 
year 1957-5^* 

Rs. Ra» 

Indian iccome : Banking profit'at Calcutta ... 25,750. 

Dividends (gross) ... 28,00a 

Foreign income t Banking profit in France 


25,000 
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Income in South Africa 4,000' 

29,000 

Less Statutory allowance 4,500 24,500 

Total income 52,500 


Notes : 

(i).For the purpose of determining the residence of the 
company, its Indian income (including the U,P. agricultural income) 
is Rs, 30,000, while its foreign income is only Rs.29,000. Therefore 
the company is resident and ordinarily resident. 

(it) Income from land in South Africa is not agricultural 
income. 


( 20 ) A sugar mill company submitted a return with a 
Balance Sheet and Profit & Loss Account which are as follows 
Balance Sheet as on 31st March 1957 

31-3-1956 


Rs. Liabilities Rs. 

25,00,000 Capital (25,000 shares of Rs.ioo each fully paid) 25,00,000 
— Debentures 5 oo (5% Debentures of Rs.r,ooo 

each) ... 5,00,000 

5,00,000 General Reserve ... — 

8,00,000 Depreciation Reserve ... 10,00,000 

3,00,000 Provision for Taxation ... 7,00,000* 

8,50,000 Sundry Creditors , ... 9,50,000 

10 , 00,003 Profit & Loss Account ... 12,00,000 




59,50,000 68,50,000 


Assets 

50,000 Land 1,00 ,oqq 

6,00,000 Buildings 6^,00^ 

Additions during the year 1,00,000 

12,00,000 Machinery ^Sugar) 12,00,000 

Additions during the year 4,50,000 

20,00,000 Stocks and Stores 24,50,000 

i7,fo,ooo ■ Sundry Debtors 15|50,000 

3,50,000 Cast! Balances 4,uo,ooo 


59,50,000 • 68,50,000 


Profit & Loss Account for the year ended 3xst March 1957 
* • ‘Rs. Rs. 

Opening Stock of Sugar 19.00^000 Sales of Sugar and 
Cost of cane, consum- Molasses ... 90,00,000 

able stores, etc. ... 5 5 ,oo,oocr Sales of Power Spirit xo,00,00a 
Cost of raw materials Closing Stock of Sugara3,50,000 

stores, ftc. for power ClosingStock of Power 

SP**^** 6,50,000 Spirit §0,000 
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Wages sugar factory ... 9,25,000 

Wages power spirit 

factory ... 75,000 

Sugar Excise Duty ... 6,oo,ooo 

Provision for Taxation 4,00,000 
Establishment ... 3,00,000 

Bonus to labour ... 3,75,000 

General Charges ... 2,25,000 

Provision for Depreciation 2,00,000 
Profit ... 12,50,000 

1,24.00,000 1,24,00,oeo 

In connection with the examination of accounts, the following 
further information is elicited : 

(a) 500 Debentures of Rs. i,oco each redeemable sn ist 
January 1961 were issued to the shareholders free of cost at one 
debenture for 50 shares, thus converting the General Reserve of 
Rs. 5,00,000 formed cut of the undistributed protits of the years 
ending 31-5-1955 and 31-3-1956. This distribution was made after 
the completion of the last yearns assessment in November 1956. 

(b) The additions during the year to land, buildings and 
machinery relate to the new factory set up on ist October 1956 
for manufacturing power spirit out of molasses. 

(c) The opening stocks have been valued at cost which was 
lower than the market value. The closing stocks have been valued 
item by item (some at cost and some at market value whichever 
was lower). If they wer.? all valued at cost price which was in 
aggregate lower than the aggregate market value there would be 
increase in the value of the closing stock by Rs. 50,000. 

id) The bonus to workers (equal to 4! months^ wages) was 
paid according to the Industrial Tribunal's award. 

t**) ftieneral charges include inter alia :— 

{i) Rs. 5,000 spent in litigation in a 'SUAt filed by one of the 
shareholders of the company to the effect that the 
employment of the Secretaries made by the Directors 
was ultra vires. The objection, was upheld by the High 
Court. 

(ii) Rs. 23,000 paid to the Secretaries so appointed, whose 
services were terminated owing to the decision of the 
High Court. 

(in} Rs. 10,000 in connection with the issue of debentures’. 

(in) Rs. 50,000 premium paid to insure s^ainst Ibss of profits. , 

iv) Rs. 25,000 expenses of thft foreign- tour of a director who 
went to study the technology and problems.connected 
with the setting up of the factory for tnanufacttitriiig 
power spirit. 

(vi) Rs. 6,coq for registration of new tfs 4 e paarks .relating to 

. o ' the new factory,. 
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(f) There are no other expenses connected with the new 
factory. 

Compute the total income of the company for the assessment 
year 1957-58 giving reasons for the additions made to the declared 
proiit of Rs. lai lakhs. 

In computing the total income it may be assumed that the new 
fac.tory for the manufacture of power spirit is a seasonal factory 
, entitled to depreciation for the full year even though it came into 
use on fst October 1956. 

The rate of depreciation for the machinery of the sugar fac¬ 
tory and the spirit factory should be taken at 10 per cent. The 
written-down value of assets is as follows :— 

Factory buildings ( Sugar ) Rs. 5,00,000 at 5 per cent. 

Machinery ( Sugar ) Rs. 8,00,000 at ro per cent. 

It is necessary to calculate the profits of the sugar factory 
and power sp>rit factory separately, as the latter can be claimed 
to be exempt under section 15C of the Income-Tax Act. This 
is done as follows :— 


Sugar Factory 

Rs. Rs. 

Opening Stock 19,00,000 Sales of Sugar go,oo,ooo 

Cost of cane, etc. 55,00,000 Closing Stock 23,50,000 

Wages and other char¬ 
ges excluding those 
debitable to power 
spirit factory 29,94,000 

Profit 9,56,000 


1,13,50,000 


1,13,50,000 


Cost of materials etc. 
Travelling Expenses 
Wages 

Registration of Trade 
l^rks 
Profits 


Power Spirit Factory 

Rs. Rs- 

6,50,000 Sales of Power Spirit **^iojoo,oo'w 
25,000 Closing Stock 50,000 

75,000 

6,000 

2,94,000 


10,50,000 


10,50,000 


Rs. 

Sugar factory profits as per Profit & Loss Accodnt 0,56,000 

Adjustmepcs necessarf to arrive at statutory profit t— 

<(x) No adjustment is necessary on account 
of the valuation of stock 40 view of 
the Madras High Court decision in the 
case of Chari & Rant recognising the 
- ' pick and choose method of stock, 

ivaluotiott'' - ' ' 
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(a) Full bonus for 4I months is admissible 
as it was paid according to the In¬ 
dustrial Tribunal's award 


(3) Provision for Taxation ... 4,00,000 

(4) General Charges : 


(i) Litigation expenses in connection 
with a suit for illegal appoint¬ 
ment of Secretaries are inadmis¬ 
sible 


5,000 

(is) Payment to Secretaries illegally 
appointed is also inadmissible ... 


20,000 

(sti) Expenditure on the issue of deben¬ 
tures is capital expenditure 


X 0,000 

(to) Premium paid to insure against 
loss of profits is an admissible 
deduction, the policy monies 
when received being taxable as 
. profits 



(5) Provision for Depreciation (depreciation 
to be allowed according to rules) 


2,00,000 

Lesg Depreciation : 


15,91,000 

Factory buildings 5% on Rs. 5,00,000 

25.000 


Machinery 10% on Rs.8,00,000 

80,000 

1,05,000 

Taxable income 


14,86,000 

Power spirit factory pr(;>^ts as per Profit & 
Loss Account 


2,94.000 

Adjustments necessary to arrive at statutory profit 

(i) Expenditure on the foreign tour of a 
director is admissible expenditure in 
^ of the Bombay High Court 

decision in the case of Chemical In¬ 
dustrial Pharmaceutical Laboratories ** 

< 


(2) Expenditure on registration of new trade 
marks is an admissible deduction as per 
Bombay High Court decision in the case 
of Finlay Mills Ltd. 

Zegg Depreciation : 

Development rebate on machinery at 
25% on Rs. 4,50,000 

1,12,500 


Normal and Additional depreciation on 

« 


buildings at xo% on Rs. x,00,boo ... f 
Normal and Additional depreciation on 
machinery at 20% on Rs. 4^50,000 ... 

X 0,000 


90,000 

2^12,500 

Taxable income 

81.500 


A9 the power spirit factory is a new Industrial undertaking^ 



